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EXECUTIVE SUMMARY 
This analysis examines the dynamics of insurance markets and regulation, focusing on auto and property 

insurance across several U.S. states. The research reveals how insurance markets respond to various 

pressures, including inflation, natural disasters, and regulatory interventions, significantly impacting 

pricing, availability, and market stability.

Insurance prices touch every consumer’s wallet, yet the forces driving these costs are often 

misunderstood. The paper examines two critical dimensions of insurance pricing. We begin by diving 

into the economic foundations of price regulation—examining the arguments for and against price 

regulation. We then focus on how the recent combination of macro-economic inflation affects prices of 

the underlying auto and homes as well as how skyrocketing repair costs are fundamentally reshaping 

the insurance prices.

Moving from theory to practice, we then explore several real-world problems involving insurance pricing 

through the use of case studies across multiple states. These cases illuminate how different approaches 

to price regulation and the permissive use of litigation have produced different outcomes for consumers 

and insurers alike. By examining both the economic principles and their practical application across 

different regulatory environments, several implications emerge.

Price Regulation Creates More Problems Than It Solves
“Insurance is not a public utility with high fixed costs and economies of scale. In the case 

of insurance, there is a competitive market... “ (p. 3). This fundamental difference is further 

evidenced by market concentration data showing that insurance markets are naturally 

competitive—with the report noting that “there is low concentration in nearly every state and 

line …” (p. 3). The competitive nature of insurance markets means that price regulation often 

creates more problems than it solves, leading to market distortions, reduced competition, 

cross-subsidization, market exit, and ultimately harming the consumers it aims to protect. One 

concern is that the state needs to regulate prices since insurance is mandatory. If the market is 

competitive, this cannot be an issue as the competitive market regulates prices. (p. 4). One must 

argue that the market is not competitive or suffers from a failure to provide a justifiable basis for 

controlling prices. High prices in an otherwise competitive market are insufficient evidence of a 

market failure.

Regulatory Delays Exacerbate Market Pressures and Inflation
The effects of inflation on insurance markets can be examined through three key dimensions: 

general price levels, construction/repair costs, and the timing of regulatory responses.

Recent inflationary trends have significantly impacted insurance premiums, as evidenced by 

rising costs across multiple sectors. The general inflationary environment has significantly 

impacted insurance markets through various channels. “Recent causes of inflation are due to 

the pandemic, market responses, and the U.S. government’s response. As the pandemic shut 

down businesses, the government sought to cushion households and employers by providing 

income. This new government spending has put trillions of dollars into the economy” (p. 14). 

This injection of funds, supply chain disruptions, a change in the demand for housing, and labor 
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market changes created broad inflationary pressures that affected all aspects of the insurance 

industry.

Second, the impact on construction and repair costs has been particularly severe for property 

insurance markets. Disproportionate increases in construction costs, transportation, repair, and 

rebuilding directly affect insurance claims payments and, consequently, premiums, as insurers 

must maintain adequate reserves to cover potential future claims based on these elevated costs 

(p. 17).

Third, regulatory lag in responding to inflationary pressures creates additional market 

challenges. “Insurance regulators desire to keep prices low for political reasons” (p. 18), which 

can create substantial market effects when faced with rapid inflation. The delay between 

cost increases and regulatory approval of corresponding rate adjustments can lead to 

market distortions, as evidenced by the report’s observation that “regulatory lag and market 

inefficiencies prevent the market from functioning as risk transfer mechanisms” (p. 79). This 

regulatory delay can force insurers to either absorb losses or reduce their market presence, 

potentially leading to availability issues in some markets.

Regulatory Responses Often Leads to Unintended Outcomes 
States employ various regulatory strategies for price regulation, ranging from strict price 

controls to open competition. The research demonstrates that strict price regulation often leads 

to unintended consequences: “The government solution to fixing a market failure is often costly 

and has significant unintended consequences” (p. 2). This insight is particularly relevant when 

examining how markets respond to regulatory interventions, as strict price regulation leads to 

unsustainable markets.

Competition Creates Market Stability 
The research demonstrates that competitive markets are more stable and efficient than heavily 

regulated ones. “States need companies to operate in the market to be competitive. If the state 

restricts prices, then firms exit” (p. 30). This finding challenges traditional assumptions about 

the need for strict price regulation.

Cross-Subsidization Effects and Impacts on Residual Markets
The study identifies a critical pattern where cross-subsidization between risk groups creates 

market instability. “When cross-subsidization exists, and individual consumers can exit a market, 

we have an insurance market failure” (p. 31). This dynamic has been consistently observed 

across different states and regulatory environments. In addition to customers reducing their 

insurance purchases, we see companies exiting the market, creating an availability crisis.

A key finding relates to how strict regulation affects residual markets. “Usually, we allow 

companies to underwrite to protect themselves against this unraveling caused by high-risk 

drivers trying to appear to be low-risk” (p. 32). When regulators interfere with this process, it 

often leads to market distortions and increased residual market populations. This is because the 

high-risk drivers can no longer afford coverage and are placed into the state’s residual market. 

A relatively sizeable residual market is a sign of an unsustainable market as losses continue to 

increase and low-risk drivers are asked to pay for the deficits.
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Insurance is a Voluntary Business—Market Exit and Entry Patterns
The research documents how regulatory environments influence insurers’ decisions to enter or 

exit markets. A crucial observation notes: “Insurance regulators, legislators, and governors must 

remember an often-overlooked fact: Insurance is a voluntary business” (p. 32). This reality has 

significant implications for market stability and consumer choice.

Catastrophic Risk Management
The analysis reveals particular challenges in managing catastrophic risks under different 

regulatory frameworks. The report observes: “When insurance companies are prevented from 

raising their rates as needed, more customers end up in the ‘residual market’” (p. 6). This insight 

is especially relevant for states facing increasing natural disaster risks, as the risks themselves 

are correlated. As a result, firms need to be able to charge higher prices to stay solvent or to 

operate in such an environment (p. 32).

Less Is More—Market-Based Solutions Produce Better Outcomes 
The analysis provides strong evidence for the benefits of measured deregulation. “When 

states have liberalized price regulation, the residual market has typically shrunk” (p. 7). These 

outcomes suggest market-based solutions often lead to more stable and efficient insurance 

markets. A further result is that states that have deregulated their commercial lines of business 

do not see the disruptions in availability seen after a natural disaster in the homeowner’s 

markets. “Commercial line’s relative freedom to price and underwrite allows them to perform 

better even after a catastrophe.” (p 36).

Recommendations
Price regulation problems exist across multiple states (New Jersey, Massachusetts, South 

Carolina, California, and Florida), as strict price regulation often leads to unintended negative 

consequences. These included significant growth in residual markets that was reversed 

when deregulation occurred. In addition, we saw a pattern of firms leaving markets when 

price regulation became too restrictive. Cross-subsidization between low-risk and high-risk 

consumers led to an eventual deregulatory push, as cross-subsidization was not politically 

feasible in the long run. We also saw reduced market competition in some states resulting from 

the state’s over-regulation of prices.

Based on the comprehensive analysis, the report suggests several key results related to healthy 

insurance markets:

“Risk-based pricing is important as it allows insurers to price based on risk, leading to healthier 

markets.” (p. 79) This balanced approach offers the best path forward for creating stable and 

efficient insurance markets that effectively serve consumers and insurers.

“States with more competitive markets (like Illinois) often showed greater resilience to shocks 

and long-term price stability than heavily regulated markets.” (p. 79)

The evidence demonstrates that while regulation is often implemented with good intentions, 

market-based solutions, and carefully crafted deregulation frequently lead to more stable and 

efficient insurance markets. Policymakers should avoid quick regulatory fixes and focus on 

long-term market sustainability. For example, inflationary shocks are generally short-term in 

nature and resolve. Massachusetts and New Jersey had decades-long responses to the short-

term inflation spikes. While more competitive today than in the 1990s, Florida’s market also had 
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decades of cyclical strict price regulation and state intervention. Price regulation and regulatory 

delay create uncertainty, which causes insurers to reevaluate whether to continue to provide 

insurance in the market. 

Case Study Conclusions
The case studies demonstrate a consistent pattern across multiple states dealing with 

insurance market disruptions and regulatory responses. In Florida, strict price regulation 

following Hurricane Andrew led to market instability, with insurers leaving the state and the 

state-backed Citizens Property Insurance Corporation becoming increasingly dominant. The 

analysis concludes that “Florida did not let market forces have more of a say in its homeowner’s 

market” (p. 45), resulting in the concentration of risk in state hands and undermining the 

private market’s ability to transfer risk efficiently. Similarly, New Jersey’s auto insurance market 

experienced significant disruption when regulatory constraints led to a large residual market 

and insurer exits. However, after reforms in 2003 that included more pricing flexibility, new 

insurers entered the market, and by 2009, these entrants had captured “almost 29 percent of 

the New Jersey Market” (p. 51).

The Massachusetts and South Carolina cases further reinforce these patterns. Massachusetts 

maintained strict auto insurance rate regulation for decades, leading to market distortions and 

insurer exits, but saw improvement after introducing managed competition in 2007. The study 

notes that “nine new firms entered the market, including GEICO and Progressive; the residual 

market continued to shrink, and prices fell on average by 8.2 percent” (p. 55). South Carolina’s 

experience is particularly instructive, as it moved from strict regulation to a more competitive 

system in 1999, resulting in the number of insurers “more than doubled just after the effective 

date of the reform” (p. 57). California’s case study presents a unique perspective, as Proposition 

103’s regulatory framework appeared to produce higher profits for insurers while imposing 

additional costs on consumers, with the simple comparative analysis finding that “Californians 

pay more on average for auto policies than residents of Illinois” (p. 69) despite more stringent 

regulation.

Given that price regulation is not designed to mimic a competitive market, it is a response 

to a transitory shock. The major problem is that while the shock is transitory, the oversight is 

not. Massachusetts’s insurance regulator, for example, used a legal fiction to conclude that the 

market in Massachusetts was not competitive. After 30 years of this legal fiction, the fiction was 

nearly fact. Most, if not all, national companies had left the market; the domestic companies 

were small and centered only on Massachusetts policyholders. Further, the state destroyed 

competition by setting the rates for all companies.
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INTRODUCTION 
Insurance markets and prices have been upset by 

inflation concerns, the impacts of natural disasters, 

and concerns about availability. Consumer and 

regulatory scrutiny of insurance markets is 

somewhat cyclical. In the 1970s, there was a focus 

on auto insurance prices. Then, in the 1980s, there was a liability crisis that involved Congressional 

hearings looking at the reason for reduced insurance availability. This was followed by a big wave of 

tort reforms that were promoted as a way to reduce prices and increase insurance availability. Hurricane 

Andrew’s regulatory, political, and social impacts upset Florida’s property insurance market in the 

following decade. This hurricane caused massive disruptions in affordability and availability and caused 

many insurers to leave the state, partly due to strict regulatory response. California is going through 

similar turmoil brought about by recent wildfires, and the regulatory response is driving insurers out of 

the state.

This report will examine the pressures on the current insurance market from several perspectives. First, 

we will examine the role of regulation and how insurance is priced. Second, we will look at some of the 

pressures on the automobile insurance industry and then conduct a similar analysis of the property 

insurance markets. Finally, we will present case studies on the regulation and state insurance markets. 

Two lessons come from these case studies. First, insurance markets respond to incentives, and secondly, 

crises do not seem to be permanent problems but perhaps the result of short-run shocks that need time 

to resolve. The important thing to ask is whether the regulatory response makes the problem better or 

worse.

THE ECONOMIST’S ARGUMENT FOR PRICE REGULATION

Economists presume markets are efficient unless there is a market failure. In that case, government 

intervention may be permitted if the government’s action can remedy the failure and increase the net 

benefits to society. The typical market failures where price regulation might be a solution are natural 

monopolies, unequal bargaining power, asymmetric information, or externalities where private actions 

impose costs on others. In the case of natural monopolies like cable television, wired telephone service, 

natural gas, water, and electricity distribution, there are very high fixed costs that are only economically 

spread over large customer bases. The utility agrees to price regulation in exchange for a “monopoly” to 

provide these services. The market failure here is that costs would be high if numerous utility companies 

attempted to provide separate and costly distribution lines to consumers’ homes. It is much less 

expensive to allow one company a monopoly and spread those costs over its customers. According to 

this argument, price regulation leads to lower costs, which benefits society. 

Prices might also be regulated in the case of a market failure caused by unequal bargaining power. In a 

case where one party (the seller) may have market power over the buyer, to correct that market failure, 

the government could regulate prices so they are more “fair.”1 This is the argument for regulating taxi 

rates since the customer may not know the location well enough to bargain for a good price. In the 

case of asymmetric information, where one party does not know the quality of the seller’s product, the 

government might try to keep all providers from skimping on product quality by mandating a given 

price. This was the rationale for regulated bank savings interest rates, as the government did not want 

banks offering higher rates and, perhaps, becoming riskier to obtain market share.

1	� Fairness to an economist would require a price to mimic what the market would generate if there were equal bargaining power. However, from a political 
perspective, lower prices always seem fairer once the word fair is used.

Consumer and regulatory 
scrutiny of insurance markets  
is somewhat cyclical. 
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The last market failure is the case of externalities, in which price regulation corrects a problem caused 

by typical market actions. A good example here might be price regulation to keep insurance affordable 

to minimize the number of uninsured drivers. (Keeton & Kwerel, 1984). So, while price regulation can 

solve a market failure, it presumes that there is a true market failure and not a short-term market 

disruption. The government solution to fixing a market failure is often costly and has significant 

unintended consequences.

THE ECONOMIST’S ARGUMENT AGAINST PRICE REGULATION

Price regulation is unpopular with economists for two reasons. First, failures in a competitive market 

often have a short lifespan and are self-correcting. Second, price regulation distorts the normal 

operation of the market. A government intervention to correct a temporary problem leads to a long-

term market disruption. In equilibrium, producers respond to price signals by producing goods (supply) 

and services, and consumers respond to price signals by demanding these goods and services. The 

interaction of supply and demand is what generates the market price. To an economist, there is nothing 

fair or unfair about this price. It is just a price. A price that is set high results in some consumers not 

being willing to purchase the good or service as they are no longer willing to pay for it at that price. 

Sellers are then left with a surplus. It is hard to conceive of an insurance “surplus.” However, suppose 

investors supply the capital to insurers who cannot profitably use it to underwrite insurance. In that 

case, the surplus is costly for the company to hold and goes to waste in the market. Investors will reduce 

their willingness to invest in insurance companies, and insurers will direct their activities to areas where 

they can profit. This unused capital represents lost opportunities for insurers in the sense of lost sales.

Alternatively, if prices are set too low, consumers are willing to purchase even more than they would 

at market-level prices, but producers are not willing to provide as much. Thus, we have a shortage. 

Adjusting prices to the appropriate level eliminates both the shortage and the surplus. This is the simple 

model taught to most beginning economics students, but a more nuanced version exists. Economists 

care about efficiency and believe the competitive market provides an efficient outcome. To the extent 

that regulation causes a shortage, that is an inefficiency that has spillover effects. If prices are set too 

low, investment is reduced, and the quality and type of products supplied are altered. We see this 

evidence in certain rent-controlled housing markets Arnott (1997). Another example of the dynamics of 

price controls is the problem of post-disaster anti-price-gouging rules. Many states prohibit raising the 

price of gasoline or other necessities after a hurricane or other natural disaster. Thus, those who happen 

to get to the gas station first obtain the gasoline, not those willing to pay the most for it. This results in 

shortages as there is no incentive to bring gasoline to areas that are not allowed to raise prices. Further, 

problems arise as those who are likely willing to pay higher fuel prices, like ambulance companies or 

those attempting to evacuate, cannot obtain it. This, in turn, reduces the effectiveness of emergency or 

other high-value services after a disaster.
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ASSESSMENT OF THE ECONOMIC RATIONALE FOR PRICE REGULATION IN 
INSURANCE

If we look at the insurance industry at 

the state level, we can assess the various 

rationales for price regulation provided 

above. The first rationale is the existence of 

a natural monopoly. Insurance is not a public 

utility with high fixed costs and economies 

of scale. In the case of insurance, there is a competitive market at the state level. Large nationwide 

insurers spend millions on advertising yearly to get people to switch to their companies’ products.2 

Smaller companies work with independent agents to bring more choice to the market. Monopolists 

would not spend so much money developing brand identities or competing against each other. 

The states have many different competitors selling auto and homeowners insurance. To assess a 

market’s competitiveness, economists use a measure of concentration called the Herfindahl-Hirschman 

Index (HHI), which ranges from 0 to 10,000. The Department of Justice evaluates whether a market is 

concentrated for merger analysis using this index based on the sum of the companies’ market shares 

squared.3 The Department of Justice suggests that a market is concentrated if the HHI is greater 

than 1,800 and a change of 100 due to a merger is a significant increase. Alternatively, a market is 

concentrated if the merged firm’s market share is 30 percent prior to the merger, and then the HHI 

increases by 100 points due to the merger.

Table 1 (p. 4) shows the HHI for various commercial and personal insurance lines. In addition, the HHI 

is calculated in two ways. The first is at the company level, but that may not be a good indicator of 

competition if there is more than one company in a group selling the same line within the state. It is 

likely that different companies operating in the same state are not competing directly against each 

other but have different underwriting standards or different types of customers. What is striking is that 

there is low concentration in nearly every state and line. There are only two examples with group-level 

concentrations above 1,800. This suggests that the industry is competitive. The two exceptions are in 

personal lines (Auto, Homeowners) and are both for the State of Alaska.

2	� See, Eight Examples of the Shocking Insurance Advertising War,  
http://digitalsparkmarketing.com/insurance-advertising-war/ March 6, 2016. (Viewed on October 10, 2024).

3	� If there were three companies in a market each with market share of 40%, 30%, 20%, the HHI = (.40*.40+.30*.30+.20*.20) *10,000=2,100. An HHI of 0 is 
un-concentrated, and one of 10,000 is a perfect monopoly. U.S. Department of Justice, Horizontal Merger Guidelines, 2023,  
https://www.justice.gov/d9/2023-12/2023%20Merger%20Guidelines.pdf. ( Viewed on October 10, 2024).

Insurance is not a public 
utility with high fixed costs 
and economies of scale. 
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TABLE 1. �Summary Statistics for Insurance Market Concentration Measures for Various Lines of 
Insurance, 2023

Statistics
Mean Min Max

Fire Company HHI 321.63 161 950
Group HHI 477.18 315 1183
Index Code 0 0 0
Index Group 0 0 0

Allied Lines Company HHI 374.27 184 1196
Group HHI 588.86 338 1294
Index Code 0 0 0
Index Group 0 0 0

Homeowners Multi-Peril Company HHI 745.37 221 1675
Group HHI 1059.1 509 2068
Index Code 0 0 0
Index Group 0.02 0 1

Commercial Multi-Peril (Non-Liability) Company HHI 258.25 133 1059
Group HHI 519.41 350 1452
Index Code 0 0 0
Index Group 0 0 0

Personal Auto (All Lines) Company HHI 759.29 415 1217
Group HHI 1196.94 792 1938
Index Code 0 0 0
Index Group 0.04 0 1

Commercial Auto (All Lines) Company HHI 355.45 193 720
Group HHI 532.24 325 994
Index Code 0 0 0
Index Group 0 0 0

Note:				  
Source: NAIC State Page, 2023. HHI: Herfindahl-Hirschman Index. The index is 1 if a state has a Group Level HHI or a Company Level 
Index > 1800. 

The second rationale for regulating prices is unequal bargaining power. Some products like auto 

insurance are mandated in nearly every state, or for homeowners, may be required by a mortgage 

contract. This is a natural concern for regulators. However, if consumers have a choice among insurers, 

there is less chance of insurers using this mandatory insurance purchase to extract additional premiums 

from an unsuspecting insured. Competitive markets are the most efficient solution to the problem, not 

regulation. Massachusetts has a statute that requires the regulator to assess the condition of the market 

each year to determine whether it is competitive. Each year, it determined that the state market was 

not competitive. In fact, 50-70 insurers were willing to write in the state in the late 1980s. However, after 

an extended period of strict regulation, many insurers left Massachusetts, making the market much less 

“competitive.” After that long period, the regulator realized its policies had created a problem. 

If we look at the personal lines auto market in Table 1, for example, both HHIs (for groups and individual 

companies) are low, yet there is concern that people cannot afford insurance. A reasonable conclusion is 

that if a competitive market exists, prices are more likely to be driven by drivers’ risk factors than market 

power or a lack of competition.
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The third argument for price regulation is to reduce asymmetric information. By making prices similar 

across companies, consumers will not be confused about different contract choices, prices, or options. 

One of the significant benefits of competition, product innovation, would be lost if the regulator 

set prices. Over the last decade, significant product innovation has occurred in the development of 

vanishing deductibles, accident forgiveness, bundling, telematics, and simplified claims processes 

through mobile phone apps that consumers seem to like. Competition brings these benefits, not 

regulation.

ARGUMENTS FOR PRICE REGULATION FOCUSING ON AFFORDABILITY AND 
FAIRNESS

A final rationale for price regulation that is not on the economists’ list is affordability. This omission 

is because there is no market failure unless one accounts for the possibility of significant social costs 

due to uninsured drivers. However, even this perceived market failure may not be improved by price 

regulation. Cohen & Dehejia (2004) examined the introduction of compulsory insurance laws, which 

they took as a proxy for how states dealt with the uninsured motorist problem. They found that 

mandating insurance and the corresponding price regulation that arose increased loss costs and 

fatalities. States’ attempts to regulate prices to keep rates affordable or make obtaining insurance easier 

impose other societal costs. 

There are many goods and services that people cannot afford. Some of them are quite important, 

but traditionally, we do not use private corporations to undertake a government policy of income 

redistribution. There are government programs for food, health, and housing. As a society, we tend not 

to use private companies as overseers of social welfare programs because of the cross-subsidizations 

that can occur. Consumers became unhappy in New Jersey when it was discovered that their auto 

insurance subsidized high-risk drivers. In Florida and Louisiana, the state backs a large property insurer. 

On the surface, this does not appear to be a subsidy to the higher-risk insurers in the state, but it is, in 

fact, a subsidy. Taxpayers and other private company policyholders must back up the state of Florida’s 

Citizens Property Insurance Company if it has a deficit. Florida has recognized this risk and the resulting 

concentration of risk to the state when the company gets a larger and larger number of active insurance 

policies. As a result, it has attempted to “depopulate” the state-backed company by paying private 

market insurers to take the policy from Citizens.

However, instead of limiting the price of insurance to make it affordable, it may be a better policy 

to offer a voucher that is explicitly tied to tax revenues to do so. By taking it out of the insurance 

industry’s hands, subsidies are made more transparent, more accessible to monitor, and easier to assess 

program performance. Hiding cross-subsidies within a private company or in an entire industry is not a 

transparent way to operate a social program if the goal is to make insurance more affordable to high-

risk or low-income consumers. Further, by reducing consumers’ exposure to the price of risk, there is 

less incentive to take care of, mitigate a house’s fire or wind risk, or become a better driver.

Jaffee & Russell (1998) point out that one of the reasons behind California’s Proposition 103 was the 

insurance cost inflation that raised auto insurance prices across the country. Premiums increased 

significantly even for consumers who never made a claim on their policy. To these consumers, this 

significant price increase was unfair. This explains a great deal of the political side of price regulation. 

However, it is essential to note that the price changes in most states did not last long and moderated 

even without government intervention. So, what can we expect from price regulation with a fairness 

underpinning? Moreover, what unintended effects can occur? 
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CROSS-SUBSIDIES BREAK THE LINK BETWEEN PRICE, 
RISK, AND BEHAVIOR
What happens when the link between price and actual risk is broken? Insurance theory suggests 

consumers purchase less insurance if they are overcharged for risk. In contrast, if consumers are 

undercharged, they purchase more or use it more intensively. In the case of high-risk consumers, this 

creates a moral hazard, which increases losses (Rothschild & Stiglitz, 1976). Next, these loss costs are 

spread to low-risk customers (either from an insurance company assessment to pay for the high-risk 

losses or a state tax assessment on all policies). Thus, the low-risk consumer, over time, ends up paying 

a larger and larger share of the high-risk driver’s costs. This happened in Massachusetts, New Jersey, 

and South Carolina, leading to the regulatory failures described in our case studies below.

Researchers have found that rate regulation correlates with higher average loss costs and insurance 

claim frequency (Regan et al., 2009; Weiss et al., 2010). This is the consequence of breaking the link 

between pricing insurance based on risk and behavior.

When insurance companies are prevented from raising their rates as needed, more customers end up 

in what is called the “residual market.” (Ippolito, 1979; Jaffee & Russell, 1998). The residual market is 

like a safety net that exists in most states—it provides insurance to high-risk homes and drivers who 

cannot get coverage from regular insurance companies. Consumers who cannot obtain insurance in 

the voluntary (or private) market can obtain coverage from the residual market, which is often called 

the insurer of last resort. Thus, a large residual market is a sign of a problem market, while a relatively 

small residual market is a sign of a healthy market. When regulators artificially keep rates low (rate 

suppression) or force some customers to subsidize others (cross-subsidies), more people end up in the 

residual market. Rate suppression and cross-subsidies create large residual markets. However, when 

states liberalize price regulation, the residual market typically shrinks.

Looking at two specific examples from Florida and Louisiana, both states have state-backed insurers 

called “Citizens” that serve as their residual markets. In Louisiana, Citizens Property Insurance 

Corporation has grown dramatically—from covering about 5 percent of homeowners in 2010 to over  

36 percent today.4 In Florida, Citizens’ market share has fluctuated. In 2015, it was at a low point of 7.5 

percent of the market, but by mid-2024, it had grown to about 15 percent of the market.5

Further, we see the beginning of the same kind of pressure in California due to wildfire risks seen in 

Florida and Louisiana. In California, the residual market is not a state-owned company like the two 

Citizens companies but an association of insurers operating in California, which is called a FAIR Plan. 

The FAIR Plan was initially set up to provide coverage for riot-torn areas in the state (Dwyer, 1978). In 

California, the Plan members are property insurers operating in the state that will contribute additional 

resources if the Plan has a deficit. Each insurer’s assessment is based on its market share in the state. 

The assessment is likely passed onto the insurance companies’ policyholders as it is a cost of doing 

business in the state. Thus, policy owners in the private market implicitly provide a subsidy to the  

4	� Louisiana Department of Insurance, Top Twenty Premiums Statistics Reports,  
https://www.ldi.la.gov/onlineservices/TopTwentyPremiums/ (various years) (viewed October 10, 2024).

5	� Florida Office of Insurance Regulation, Market Overview, https://floir.com/property-casualty/market-overview (viewed October 9, 2024).
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higher-risk insured who cannot get coverage otherwise. Often, FAIR plans are also called insurers of last 

resort, so when consumers cannot obtain insurance in the private market, they can obtain coverage in the 

Fair plan. In 2015, the number of policies in the California FAIR plan was about 1.6 percent of policies in 

force in the state, and by 2022, it was just over 3.1 percent.6 In addition, the policies in force have grown 

54 percent since 2022.7 Of course, like in Florida and Louisiana, participation in the FAIR plan varies 

across locations. Those in higher-risk locations are more likely to find coverage only in the FAIR plan.

Residual markets exist in automobile markets, too. Figure 1 shows the percentage of premiums written 

in the residual markets by state. Most states have small personal automobile residual markets. This 

suggests that most states have little pressure on auto rates, and there is little, if any, cross-subsidization 

between high and low risks. North Carolina stands as an exception. North Carolina has a Rate Bureau, an 

independent state agency that recommends rate changes to the insurance commissioner. In 2023, the 

Rate Bureau recommended a 28.4 percent increase in private passenger auto rates. However, the North 

Carolina Insurance Commissioner approved a rate increase of 4.5 percent each year for the next two 

years.8 This relatively significant difference between a request and an approval suggests that insurers 

will be more stringent in underwriting and is likely evidence of a relatively sizeable residual market in 

North Carolina. 

FIGURE 1 Percent of Premiums in Automobile Residual Markets by State

Source: AIPSO, 2023

4	� California Department of Insurance, https://www.insurance.ca.gov/01-consumers/200-wrr/upload/CDI-Fact-Sheet-Summary-on-Residential-Insurance-
Policies-and-the-FAIR-Plan.pdf (viewed October 11, 2024).

5	� Calculation from data from the California Fair Plan, https://www.cfpnet.com/key-statistics-data/ (viewed October 11, 2024).

6	� NCDOI, Settlement Agreement and Consent Order, 2/1/2023. https://www.ncrb.org/Portals/0/ncrb/personal%20lines%20services/Rate%20
Filings/2023/2023%20Setlement%20Agreement%20And%20Consent%20Order.pdf?ver=2023-08-03-115639-073 (Viewd Octovtober 12, 2024).
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RATE REGULATION CHANGES THE TYPES OF FIRMS IN THE MARKET AND 
AFFECTS THEIR COSTS

Tennyson (1997) finds that while strict rate regulation does not affect the state’s market structure 

(concentration) per se, it does affect the types of firms that choose to stay in the market and the 

resulting expenses. For example, states with the most restrictive rate regulation have fewer auto 

insurers, fewer national firms, and lower market shares for national firms. In addition, expense ratios 

in these states are higher.

Further, Klein et al., (2002) examined the capital structure of firms that operate in strict price-

regulated states and found that they are more highly leveraged and have a higher default risk. 

Essentially, firms with significant exposure to highly regulated lines of business and states are 

willing to provide less equity capital because it does not earn a sufficient return. This finding 

provides the rationale for why firms are willing to leave a state or reduce their writings within 

a state. Grace & Leverty (2010) found that firms operating in states and lines with strict price 

regulation are more likely to be under-reserved than their counterparts not serving regulated 

markets.

Research also suggests that strict regulation is related to lower incentives to invest in distribution 

systems (Joskow, 1973), reduced coverage in the voluntary market (Harrington, 1990; Harrington, 

2000), reduced safety incentives (Danzon & Harrington, 2001), and reduced efficiency-enhancing 

investments (Harrington, 1992; Weiss & Choi, 2008). 

Born et al., (2018) take a new approach to examining price regulation and examine regulatory 

stringency to see how stringency affects loss ratios. They note two interesting findings. First, states 

with stringent rate regulation have lower loss ratios, which might indicate stricter underwriting 

and a higher number of drivers in the residual markets. Second, they then look at states that 

have experienced a natural disaster and examine the interaction of rate regulation and loss ratios 

in markets with these large catastrophic losses. They find higher loss ratios when considering 

the interaction of a catastrophe and stringent rate regulation. They conclude that in normal 

circumstances, insurers can work around or mitigate the effects of stringent rate regulations and 

delays in approval, but this does not appear to be the case after a catastrophe. 

In a second paper, Born et al., (2022) examine regulatory delays and find that prior approval 

regulation (where the insurance regulator must approve a rate before it is used) is associated with 

a longer time to rate approval. This delay for auto insurance was about 42 days for firms in states 

using prior approval regulatory review. This is an average. For example, even if states have prior 

approval, there may be a wide variety of average approval days. 
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Table 2 shows various statistics for 2023 state rate filings when the insurer is required to seek prior 

approval, which includes state-made rates, prior approval, and file and use. The table shows the average 

number of days for a filing to be approved and the number of pages, which suggests something 

about the cost of putting together a filing in the state. In addition, the number of filings in each state 

is included. The last three columns are the rate change implemented by the insurer after approval, 

the firm’s actuarial indicated rates, and the difference between the Indicated rate increase and the 

implemented rate increase. Actuarial rates are likely set conservatively to ensure that the rates are 

adequate for solvency purposes. However, managers are likely to have other strategic or competitive 

concerns, and the manager’s proposed rates might differ. In addition, the regulators’ views may also be 

different. What we see are the indicated rates and what is eventually approved. An idealized notion of 

rate suppression could be the difference between the actuarially indicated rate and the implemented 

rate. 

Table 2 shows information about personal and commercial auto filings for states with prior approval 

(any requirement that the regulatory has to approve before use of the rates) and use and file regulation. 

Prior approval has various degrees of strictness as practiced by the states, but this table merely 

distinguishes between rates not requiring approval and those that do. 

While approval times are shorter for use and file, as one can use the rates right away, the average 

number of pages filed is much smaller for use and file. On average, indicated and implemented rate 

increases are lower for prior approval states, but the difference is just over 1 percent. Interestingly, 

the difference between indicated and implemented rate increases is higher for use and file states, 

suggesting that competitive or strategic concerns matter when managers choose rates to file. For 

commercial auto, we see little difference in rate requests between prior approval and use and file states, 

although the use and file states have slightly lower average rate increase requests.  

TABLE 2 Information about Regulatory Filings for Auto Insurance

States’ Regulatory Statistics (Average), 2023

Line
Days to 
Approval

Std Dev 
Days

Pages in 
Filing

N  
Filings

%  
Indicated

% 
Implemented Difference

Personal Auto 
 (Prior Approval)

64 55 1459 211 15.136 9.119 7.957

Personal Auto  
(Use and File)*

45 42 372 95 21.397 10.386 13.997

Commercial Auto  
(Prior Approval)

34 33 205 343 11.812 5.646 13.168

Commercial Auto 
(Use and File)*

30 20 165 60 11.612 5.471 13.262

*Insurers still must file. The difference is that they need no approval prior to using the rates. 
SPGMI, Insurance Product Filings for the Calender Year 2023.

AFFORDABILITY RULES CAN ALSO IMPACT INNOVATION

Pricing is important for the proper functioning of insurance markets. States have experimented with 

many types of price regulation in other markets, such as worker’s compensation and homeowners 

insurance. See Grace, (2013). In each case, market disruptions resulted in companies leaving the market. 

The state’s taxpayers then became responsible for significant risk liabilities, and consumers had fewer 

competitive choices in products. 
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It is important to price risks correctly since 

prices also signal where resources need to 

be committed by other firms. If high prices 

lead to higher profits, then capital in the 

form of new firms enters the market. If new 

firms enter the market, competition reduces 

prices to the competitive level. If regulators 

attempt to limit prices through regulation 

and the regulations have the effect of putting the price below the level the competitive market would 

set, then firms leave the market. As discussed below, we saw this behavior in the Massachusetts, New 

Jersey, and South Carolina auto markets (discussed in the case studies below). Also, when the market 

regulations were relaxed, and prices were allowed to rise to a competitive level, we saw the number of 

firms increases in all three states. Unlike public utilities, which have a duty to serve all customers in a 

market in exchange for their monopoly, insurers have the right to exit a market, and many have done so 

for reasons related directly to price regulation.

Price also encourages consumers to manage risk properly. If one is a high-risk driver, there is a 

correspondingly higher premium. This premium can be reduced over time by developing a good 

driving record. Similarly, if one is a low-risk driver, there is a correspondingly lower premium to protect. 

If premiums become divorced from behavior, then moral hazard can arise, as mentioned above. This 

happened in Massachusetts, where a significant cross-subsidy flowed from low-risk suburban and rural 

Massachusetts drivers to relatively high-risk urban drivers. The result was increasing losses in the urban 

areas, which can be ascribed to the fact that these drivers did not pay the real cost of their risk. In the 

New Jersey and South Carolina case studies below, a similar cross-subsidy existed in the voluntary and 

involuntary markets, making the involuntary market losses bigger and increasingly larger over time. In 

fact, this is the classic death spiral that often occurs when governments intervene to promote cross-

subsidization in insurance markets. This is because insurers do not sell unprofitable policies in the long 

run.

BENEFITS TO PRICE REGULATION OVERALL ARE HARD TO FIND 

Several studies have indicated a significant lack of benefits from price regulation. Harrington, (2002), 

for example, examines the historical data on auto insurance and finds that states with price regulation 

sometimes have lower prices than relatively competitive states. However, other times, these same states 

have prices higher than those of more competitive markets. However, there was no statistical difference 

between regulated and unregulated market prices over thirty years. Thus, a simple and poignant 

question is raised: if there is no long-run difference, why spend the non-trivial regulatory resources on 

price regulation? 

One benefit of federalism is that states engage in policy experiments that can be compared. Over 

time, superior experiments will yield better policies. However, states appear to make the same policy 

decisions and cannot predict poor policy outcomes in advance. In fact, many regulators blame the 

industry for earning excessive profits and failing to supply adequate capital. Often, there are complaints 

about collusion and bad faith. This hostile regulatory environment, in turn, has the effect of hastening 

the insurance market’s demise. The political market can react quickly to a shock by introducing 

regulatory reforms in a political season. Insurance markets, however, take longer to recover from a 

shock. This timing mismatch yields dysfunctional markets, which are the focus of the case studies below.

If high prices lead to higher 
profits, then capital in the form 
of new firms enters the market. 
If new firms enter the market, 
competition reduces prices to the 
competitive level. 
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PRICING: HOW INSURERS PRICE
Insurers have a unique way of setting prices. Most businesses set prices after knowing the cost of 

producing a good or service. These businesses can immediately compare the price they received from 

the market with the cost of production to know whether they made a profit or a loss. Insurance has 

the opposite pricing problem because determining whether an insurer makes money on a given line 

of business may take a few years. This is because people who buy insurance purchase the product to 

protect themselves from a risk that may happen in the future. Even if a loss occurs, it may take time for 

the loss to fully develop because there may be additional future medical expenses after a claim is made 

or litigation that does not get resolved for three or four years. An illustrative pricing rule looks like the 

following: 

Insurance Price = 

Expected Losses +

Expenses +

Expected Claims/Loss Adjustment Costs +

Safety Costs +

Reinsurance Costs 

Expected Losses 
Expected losses are the forecast of what the insurer expects to pay out in a given year on a given policy. 

Actuaries attempt to determine the costs through the use of models and statistics. There is a great deal 

of data for certain lines of insurance, like auto or homeowners, and the risks, in general, are relatively 

easy to estimate. A problem occurs if underlying prices, like those for repair costs or parts, are changing 

and uncertain.

Expenses
Expenses include labor, marketing, investments, and management costs associated with providing 

insurance. They can also include a share of overhead for other firm activities. 

Expected Claims or Loss Adjustment Costs
The next category of costs is called claims or loss adjustment costs. These are the expected costs of 

determining the value of a claim and defending the insurer against claims that may be outside of the 

contracted coverage. The litigation environment can influence these costs in a state and the types of 

risk insured. Losses that are easy to verify are less expensive than those that require expert assessment, 

such as those that might be needed in a physical injury to a person or damage to property, where one 

might need medical or engineering experts to help resolve the value of a claim.

Safety Costs
Finally, there is a safety loading. The safety loading is vital because the insurer must hold capital for 

solvency purposes. More capital is needed if the insurer writes riskier lines of business or holds riskier 

assets. The cost of holding the capital as a safety cushion is charged back to the policies. One of the 

important trade-offs insurance regulators face is that prices need to be high enough to ensure the 

insurer’s financial strength. Strict price regulation, however, reduces an insurer’s solvency prospects.
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The safety loading is a critical component in insurance pricing, primarily due to its role in maintaining 

an insurer’s solvency. This loading represents the additional capital an insurer must hold to manage 

risk effectively. The amount of capital required correlates directly with the riskiness of the underwritten 

business lines and the assets held by the insurer. The cost of maintaining this capital as a safety cushion 

is then allocated back to the policies.

The variability of safety charges depends on several factors, primarily the nature and predictability of 

the insured risks. For instance, the safety charge tends to be lower in a portfolio of uncorrelated risks, 

such as in automobile insurance. This is due to the principle of diversification. As the number of insured 

automobiles increases, the expected value of losses becomes more predictable, reducing the need for a 

substantial safety charge.

However, the safety charge can increase when the estimate of losses is uncertain. This uncertainty may 

arise from various sources, including changes in liability laws, fluctuations in repair costs, litigation 

expenses, or damage awards. In such cases, insurers increase the safety loading to ensure sufficient 

funds to cover expected and unexpectedly high claims.

Insurance rating agencies like AM Best, S&P, and Fitch care about safety loading as their rating is 

essentially the agency’s assessment of how safe the company is. In this case, safety means the likelihood 

of being able to pay the claim obligations. Companies get downgraded or upgraded predominantly 

based on their ability to pay claims. 

A rating downgrade can impact an auto insurer’s prices in several ways:

a) Increases cost of capital: A lower rating usually means higher borrowing costs, which can force 

the insurer to raise premiums to maintain profitability.

b) Loss of customers: Some consumers and businesses prefer to work with highly-rated insurers. 

A downgrade might lead to customer loss, potentially forcing the insurer to lower prices to retain 

business or attract new customers. Epermanis & Harrington (2006) find that downgrades lead to 

significant premium declines in the year of the downgrade and into the next. Deng et al., (2024) find 

that a fall from a rating of A- to B++ or below reduces premium growth for commercial insurance by 

up to 14.9 percent.

c) Regulatory scrutiny: A downgrade might lead to increased regulatory oversight, potentially 

requiring the insurer to hold more capital. This could result in higher prices to cover the additional 

costs.

d) Market perception: The downgrade might be seen as a sign of financial instability, which could 

affect the insurer’s reputation and ability to compete effectively on price (Zboron, 2006).

Reinsurers may also respond to a downgrade. Epermanis & Harrington (2006) also, rating downgrades 

may increase the demand for reinsurance in the face of financial distress. However, when a primary 

insurer experiences a rating downgrade, a reinsurer might respond in several ways:

a) Reassessment of terms: The reinsurer might reevaluate the terms of their agreement, potentially 

leading to higher rates or more stringent conditions for the primary insurer.

b) Increased collateral requirements: The reinsurer might require additional collateral to secure the 

primary insurer’s obligations, which could strain the primary insurer’s liquidity (or ability to pay 

claims).

c) Reduction in capacity: The reinsurer might reduce the amount of risk it is willing to take on from 

the downgraded insurer. This increases the insurer’s risk of insolvency because it cannot manage its 

risks effectively.
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d) Enhanced monitoring: The reinsurer will likely increase its monitoring of the primary insurer’s 

financial health and underwriting practices, increasing the insurer’s cost.

e) Potential termination: In extreme cases, if the reinsurance contract allows, the reinsurer 

might consider terminating the relationship, especially if it believes the downgrade significantly 

increases its risk exposure.

These responses from reinsurers could further compound the primary insurer’s challenges, increase 

its costs, and potentially lead to additional pressures on pricing and operations.

External shocks can also significantly impact the calculation of expected losses and, consequently, 

the safety loading. The COVID-19 pandemic is a prime example, introducing unprecedented 

uncertainty into the automobile insurance market. The pandemic led to two effects: a reduction in 

driving frequency, which lowered expected losses from accidents, and an increase in erratic driving 

behavior, which elevated the risk of severe accidents. This uncertainty prompted insurers to adjust 

their pricing strategies.

For unique or infrequent events, such as insuring the Super Bowl Halftime Show with risky acts, 

the challenge of accurately determining expected costs is even more pronounced. The scarcity of 

historical data for such events necessitates a higher safety loading to account for the increased 

uncertainty.

The firm’s surplus (the amount above its expected claims and settlement costs) is a measure of its 

safety. It is also a measure of the company’s strength and its ability to pay claims. The surplus also 

affects the insurers’ ability to raise funds in capital or insurance markets. For example, if an insurer 

wanted to borrow from the bond markets, it would have a lower cost of capital, and the larger the 

surplus, the more profitable the company would be. Because the insurer is considered “safe,” it can 

also demand higher insurance prices because customers know their claims will be paid.

The principle that every policy should contribute to the company’s safety cushion is fundamental 

in insurance pricing. Companies with lower safety cushions may offer lower prices but at the cost 

of increased insolvency risk. Conversely, insurers with robust safety cushions can better guarantee 

claim payments, even when losses exceed expectations and come with higher premiums.

Lastly, the litigation environment plays a significant role in shaping insurance uncertainty. Social 

inflation refers to the increasing costs of insurance claims resulting from societal factors. These 

may include changes in legal frameworks that facilitate lawsuits against insurers or shifts in public 

perception that lead to higher compensation awards. Such trends contribute to elevated litigation 

expenses and expected losses, emphasizing the need for adequate safety loading.

Reinsurance Costs
The cost of reinsurance is essential for many lines of insurance, especially if the risk covered is too 

high for the insurer to hold. A well-developed worldwide reinsurance market exists to spread the 

risk of a significant loss to specialist insurers and their investors or catastrophe bond owners.
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CAUSE OF HIGH PRICE INFLATION
INFLATION

Recent causes of inflation are due to the pandemic, market responses, and the U.S. government’s 

response. As the pandemic shut down businesses, the government sought to cushion households 

and employers by providing income. This new government spending has put trillions of dollars into 

the economy. This new source of funds is generally considered a primer for inflation. Secondly, 

we also had a massive supply disruption due to the pandemic shutdown that made many goods 

scarcer, raising prices. Finally, the labor market was disrupted. Post-pandemic vacancies caused by 

the great resignation and changes in demand for labor helped push up wages. Further, people who 

worked from home realized they could work anywhere and/or for new employers without moving. 

Wages and working conditions were renegotiated. Finally, energy prices changed dramatically. All 

these factors influenced the costs of goods and services and contributed to inflation. 

Figure 2 shows the change in the CPI over time. Before the pandemic, inflation was about 2.5 

percent. However, after the infusion of governmental pandemic relief and the initial market 

disruptions, we see a steady increase in the inflation rate, which peaked in the middle of 2023. In 

the last part of 2024, inflation is near the pre-pandemic level. However, prices have not necessarily 

fallen as it is the rate of increase that has fallen. For prices to return to pre-pandemic levels, the 

economy will have to go through a significant deflationary period, which has separate economic 

costs. For example, workers are not likely to want to take a 10 percent (or more) wage cut to have 

pre-pandemic price levels. Businesses that pay for their production at current prices will not sell at 

a 10 percent discount if the production costs exceed the sales. Deflation is not likely to happen the 

same way inflation has happened. Thus, we are not likely to see prices for most goods and services 

at the levels seen before the pandemic. Lower inflation rates mean prices are increasing slower than 

they did in the past, but they are still increasing. 

FIGURE 2 General Inflation Over Time9

Year-over-Year Inflation Rate

Data source: FRED, Consumer Price Index for All Urban Consumers (CPIAUCSL 2014-2024)

9	� The data for this figure and the related ones below come from the St. Louis Federal Reserve Banks’ data repository called FRED. 
(https://fred.stlouisfed.org/).
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We can examine the cost of transporting goods to provide a different perspective on inflation. Figure 

3 shows transportation costs increasing dramatically after the pandemic and taking many months to 

return to normal. Again, normal does not mean that prices are lower; it means that price increases have 

slowed. In Figure 3, prices are reduced only if the PPI falls below the dotted line. These significant price 

reductions are likely due to new capacity being brought online or a possible sign that transportation 

demand is slowing leaving many carriers with excess capacity.

FIGURE 3 Truck and Deep Sea Freight Transport (PPI)

Year-over-Year PPI

Inflation & Income 
A change in personal income generally increases demand for various goods and services across the 

economy. Figure 4 shows household income over time. From 2014 to 2020, it rose yearly and increased 

dramatically between 2019 and the pandemic’s start, when we saw a significant reduction. Post-

pandemic, we have seen a significant increase in household income. This is likely due to distributions 

under Unemployment Insurance, the CARES Act, the COVID-related Tax Relief Act of 2020, and the 

American Rescue Plan Act of 2021. What this means is that households had money to spend. This 

increases demand, and prices increase when demand rises, holding supply constant. What is interesting 

is that immediately post-pandemic, our supply chains were broken, as shown by the transportation 

costs PPI above in Figure 3. Thus, the usual statement that holding supply constant, prices increase 

due to a change in demand understates the actual effect. What happened was that demand increased, 

and at the same time, supply decreased, making prices go up even more. We have only recently seen 

markets returning to equilibrium after this shock.
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FIGURE 4 Median Household Income Over Time

Year-over-Year Change Rate

Data source: FRED, Median Household Income (MEHOINUSA646N 2014-2024)

So far, the figures show that both prices and incomes have risen after the pandemic. It should be 

pointed out that inflation took away the spending power of this increased income, so households felt 

that while incomes were up, the purchasing power was down. This, in part, is what makes insurance 

prices seem so much higher. Fortunately, inflation has been reduced, and real incomes have risen in the 

last year. We now examine how inflation in other markets has affected the underlying costs of insurance.

Home Price Changes
Figure 5 shows the year-over-year change in the Case-Shiller home price index. This index measures, on 

a macro level, housing price value changes over time. Around the midpoint of 2021, we see a dramatic 

change in the value of homes in the U.S. People were moving for many reasons, including detaching 

from their current job location. The change in home values is important to the insurance price because 

insurance is priced based on the home’s value. Most policies will cover the replacement costs of the 

house, which have also gone up.

In Figure 6, we can see that the materials used in home construction show the same type of peak 

in 2021 as the general CPI. However, the general CPI peak was approximately 8.5 percent, while 

the construction material peaked at over 30 percent. This suggests that the replacement costs are 

increasing, and insurance prices are likely to increase. Figure 6 also shows that, unlike general inflation, 

construction materials are declining in price in the recent period after 2023. Again, if the year-over-year 

change goes below the dotted line, the real price decreases.
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FIGURE 5 Case Schiller Home Value Index

 

FIGURE 6 Construction Materials PPI Over Time

Year-over-Year Change

Year-over-Year Inflation Rate

Data source: FRED, Case-Schiller National Home Price Index (CSUSHPINUSA 2014-2024)

Data source: FRED, Construction Materials PPI (WPUSI012011 2014-2024)
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Insurance prices have been rising. Figure 7 shows the homeowner’s insurance PPI. This is the producer’s 

price index, which measures changes in producer prices over time. We can see that from 2018 to 2023, 

prices rose about 1-2 percent per year, but in 2023, prices started to rise dramatically. This correlates 

with the increase in home values shown in the Case-Shiller Index in Figure 5 above. There is some lag 

between housing price increases and the homeowner’s insurance PPI. This is likely due to regulatory 

lag and insurers attempting to moderate price increases to the extent they could for reputational and 

strategic reasons. However, at some point, the costs became real. Figure 5 also shows that the Case-

Shiler rate of change has fallen recently. This suggests that the inflationary pressure affecting home 

values is over, and insurers’ pricing pressure will reduce.

FIGURE 7 PC Homeowners Insurance PPI Over Time

Year-over-Year Inflation Rate

Data source: FRED, PC Homeowners Insurance PPI (PCU924126924 2014-2024)

Auto Insurance Price Changes
If we look at automobile prices, we see the same inflation story as in Figure 7. Prices started to 

increase, but this time, it was before the pandemic. This price increase is likely due to a new mix of 

vehicles. Electric vehicles, such as Tesla’s Model 3, make up more sales. For example, in 2020, Tesla sold 

approximately 500,000 Model 3s; in 2021, it sold just over 930,000.10 In 2021, the average industry new 

car price was $42,250, while a Model 3 was $47,772.11 A study by Statistica (2023) suggests that the cost 

of the average electric car powered by a battery is approximately $68,000. 

10	� Lora Kolodny, Tesla delivered 936,172 electric vehicles in 2021, with the fourth-quarter setting a new record, January 2, 2022.  
https://www.cnbc.com/2022/01/02/tesla-tsla-q4-2021-vehicle-delivery-and-production-numbers.html viewed on 9/23/2024.

11	� Kelly Blue Book, Average New-Vehicle Prices Hit All-Time High, According to Kelley Blue Book, July 18, 2021.  
https://mediaroom.kbb.com/2021-07-19-Average-New-Vehicle-Prices-Hit-All-Time-High,-According-to-Kelley-Blue-Book, viewed on 9/23/2024.  
There is a lack of transparency about which Tesla models are included in the pricing figures.
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Further, data from the Energy Information Administration (2023, Table 38 )12 projects that about 16 

percent of the cars sold in the US in 2024 will be EVs.

FIGURE 8 New Car Prices CPI Over Time

The amount of technological change in automobiles is astounding. There are two significant 

technological advances. The first focuses on the method used to power the car. Alternative fuels and 

electric vehicles are becoming more popular. While the growth of these types of autos may slow soon 

as a result of several bankruptcies and retrenchments in the EV industry, there will be a significant 

number of automobiles, trucks, and buses that will be powered by natural gas, electricity, gasoline, 

or some combination of battery and gasoline. A recent literature review of the costs and benefits of 

EVs versus gas-powered engines suggests that the benefits of ownership vary among the states. This 

difference depends upon the states’ incentives and the region’s electricity cost. (Rapson & Muehlegger, 

2023). The actual cost difference might be significant, but the argument is that the cost of ownership is 

lower for EVs than for gas-powered vehicles.) To the extent that EVs are more expensive to repair due 

to their different technology, insurance prices will differ. 

McDonnell et al., (2024) report evidence from telematics data that EV drivers in the Netherlands drive 

more aggressively than drivers of traditional powered vehicles. If this is true in the US, then driving 

behavior is also the reason for higher insurance prices. A study in Norway, which has the highest 

per-capita EV use in the world, has EVs having higher accident rates, especially for those involving 

pedestrians. The authors suggest it is due to the unique set of features of EVs, such as low noise, a 

Year-over-Year Inflation Rate

Data source: FRED, New Vehicle Prices (CUUR0000SETA01 2014-2024)

12	 �https://www.eia.gov/outlooks/aeo/data/browser/#/?id=48-AEO2023&region=1-0&cases=ref2023&start=2021&end=2024&f=A&linechart=ref2023-
d020623a.4-48-AEO2023.1-0~ref2023-d020623a.12-48-AEO2023.1-0~ref2023-d020623a.11-48-AEO2023.1-0~ref2023-d020623a.10-48-AEO2023.1-
0&map=ref2023-d020623a.4-48-AEO2023.1-0&ctype=linechart&chartindexed=0&sid=ref2023-d020623a.10-48-AEO2023.1-0~ref2023-d020623a.11-
48-AEO2023.1-0~ref2023-d020623a.12-48-AEO2023.1-0&sourcekey=0 viewed on September 23, 2024.
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single pedal, and quick acceleration, which have also brought many new safety challenges (Hou et al., 

2024). While no U.S. study is yet available, it is suggestive that new technologies will generate different 

behaviors that may increase risk.

The second source of technology is the set of sensors, cameras, and safety features that are now 

common in nearly every new car. These include lane departure sensors, speed warning sensors, airbags, 

rear and front crash protection alerts and cameras, automatic braking, automatic steering, and blind 

spot detection. The Insurance Institute for Highway Safety studies suggest that safety technologies 

contribute to crash avoidance.13 This likely results in reduced losses and reduced pressure on insurance 

premiums. However, while these technologies reduce losses, they are expensive to replace when 

damaged in a car crash. A 2020 Consumer Reports article describes a consumer’s shock when faced 

with the replacement costs for a cracked windshield ($1,400 in 2017). The windshield had a suite of 

sensors (including cameras) built into it.14 Consumer Reports also analyzed the additional costs of 

adding safety features to cars and trucks. If they were omitted, many of the safety features, when 

added, would cost nearly $ 3,000 more. In addition, most of these parts are manufacturer-specific, so 

there are likely few “generic” substitutes (Douglas, 2020).

After an accident, an auto needs to be repaired. Figure 8 shows that repair costs due to the cost of 

parts have increased, and in Figure 9, we see that the price of repair services has risen. All of these cost 

increases impact the price of auto insurance. The price increase for auto insurance is directly related to 

the fact that new cars are more expensive due, in part, to the safety technology described above and the 

fact that their repairs are more expensive. This leads to higher expected losses, and the volatility in both 

the auto prices and repair costs increases the safety load. A potential offset to the rising prices is that 

new cars are safer, and according to the IIHS, more drivers are using the safety features of their cars.15

FIGURE 9 Auto Parts Manufacturing CPI Over Time

Year-over-Year Inflation Rate

Data source: FRED, PPI Auto Parts Mfg. (PCU33633363 2014-2024)

13	� IIHS, Real-world benefits of crash avoidance technologies,  
https://www.iihs.org/media/290e24fd-a8ab-4f07-9d92-737b909a4b5e/HvQHjw/Topics/ADVANCED%20DRIVER%20ASSISTANCE/IIHS-HLDI-CA-benefits.pdf 
(viewed on October 10, 2024).

14	� Consumer Reports (January 2020) https://www.consumerreports.org/car-repair/the-hidden-cost-of-car-safety-features/ (viewed October 10, 2024).

15	� IIHS, Fewer Drivers Opting Out (October 1, 2024)  
https://www.iihs.org/news/detail/fewer-drivers-are-opting-out-of-lane-departure-prevention (viewed on October 10, 2024).
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FIGURE 10 Auto Maintenance and RepairServices CPI Over Time

Year-over-Year Inflation Rate

Data source: FRED, Maintenance and Repair Services (CUSR0000SETD 2014-2024)

Figure 11 shows the Auto Insurance PPI and the overall CPI and death rates per 100K population. This 

death rate shows the effect of serious crashes on auto insurance prices. We do see that the auto crash 

fatality rate declined in the U.S. from 2007 to 2014. This decline started in the 1990s and was attributed 

to various factors such as safer cars, better roads, and better driver education. However, that changed 

with the introduction of the cell phone as a source of distracted driving. However, only some states 

prohibit the use of cell phones while driving.16 In 2022, the number of crashes due to distracted-affected 

driving was just over 3,300, representing about 8 percent of the total fatal crashes. Figure 12 shows that 

total fatalities have been going up since about 2020, and distracted driving as a percentage of fatalities 

is relatively stable in the 7-10 percent range. Distracted driving has fallen in terms of crashes involving 

injuries, as shown in Figure 13.

16	� IIHS, Distracted Driving, https://www.iihs.org/topics/distracted-driving#electronic-device-laws (Viewed October 1, 2024).
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FIGURE 11 Inflation, Auto Insurance PPI, and US Driving Fatalities Over Time

Data source: FRED and NHTSA, CPI and PPI are normalized to Jan 2007 and Deaths are Indexed at Year End.

FIGURE 12 Total Fatalities & Percent Distracted Driving
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FIGURE 13 Total Injuries & Percent Distracted Driving

After-the-fact assessment of whether a cell phone or some other distraction contributed to the crash 

is not a perfect science. NHTSA estimates that its determination is conservative. Cambridge Mobile 

Telematics (CMT), a telematics service provider, has access to telematics information and examined its 

data to provide some summary information. CMT reported that both speeding and distracted driving 

increased during the pandemic, but by 2022, speeding returned to pre-pandemic levels. However, 

distracted driving did not decrease post-pandemic. CMT (2023) states that “by almost every metric [it] 

measures, distracted driving is more present than ever…”.17 Furthermore, the data focuses on injuries or 

fatalities. Further, there is also a large number of distracted driving claims that are likely to be property 

damage-only claims. These claims have relatively high adjustment costs relative to overall severity 

due to the cost of the technology and inflation in repair and servicing. So, while we may not see the 

complete costs in the official statistics, crash victims and insurers bear the costs of distracted driving.

LITIGATION

Homeowners
Another source of increased expected costs is the litigation environment. Often, there are legitimate 

disputes about coverage between an insured and an insurer, as not everything can be spelled out 

entirely in a contract. However, when the environment changes to provide incentives to bring a suit 

or increase the costs of resolving disputes, all insurers pay higher costs. Figure 14 shows the loss 

adjustment costs for California (a large state), Florida, and Louisiana, which are states with legal 

environmental issues that made them stand out. The loss adjustment costs are the expenditures for 

discovering facts about a claim, determining what part of the claim is covered by the insurance contract, 

engaging in settlement negotiations, and, failing that, engaging in litigation. It is important to remember 

that even if a claim is not resolved in litigation, the legal environment affects how the parties deal with 

each other. A state with a relatively permissive or pro-plaintiff environment will encourage insurers to 

settle more quickly or at a higher amount than they might if the environment was more balanced.

Source: NHTSA, Traffic Safety Facts, (various years).

17	� CMT( 2023), p6.
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Florida (described more fully in a case study below) is highlighted in Figure 14. The ratio of loss and 

expenses to direct premiums is the highest from 2007 to the present. Florida’s LAEs came down 

dramatically in 2023, likely reflecting the enactment of recent tort reforms, which are discussed in 

more detail in the case study below. Lousianna’s LAEs are also often relatively high. California is chosen 

just due to its size. Figure 14 also includes the US average as a whole and the US average excluding 

California, Florida, and Louisiana. As can be seen, the U.S. Average, including the named states, is 

among the lowest over time. In addition, it is declining over time. This results from insurance using 

new technology to assess claims and, simultaneously, getting better at adjusting and settling claims. It 

should be noticed that California’s is starting to increase. This is likely due to the recent large wildfires in 

the state that bring about claims with more likelihood of dispute possibilities.

As noted, Florida has a problem with claims litigation, and Louisiana does too. Recently, Louisiana 

enacted several tort reforms to reduce incentives to litigate. For example, Louisiana permitted plaintiffs 

to sue the insured and its insurance company. This right of direct action against an insurer was limited 

in 2024 to reduce the opportunities for these types of suits and to remove the use of evidence of 

insurance at trial. 

Private Passenger Auto Insurance
Figure 15 shows the LAE ratios for the same set of states over time. Again, Florida stands out. It 

had LAEs consistent with the Entire US but started to rise in 2006 and then rose dramatically in 

2017, peaking in 2022, where it then fell dramatically in 2023. Again, this may result from Florida’s 

litigation reforms, which are detailed in the case study below. It is important to note that the litigation 

environment affects how claims and cases are settled.

FIGURE 14 Homeowners Insurance LAE Ratio for Important States Over Time

Source: NAIC State Page Various Years.

18	� HB 337, An Act to amend and reenact., (2024), https://www.legis.la.gov/legis/ViewDocument.aspx?d=1380478 (viewed October 17,2024).
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FIGURE 15 Auto Insurance LAE by Important States Over Time

Source: NAIC State Page Various Years.

Source: NAIC State Page Various Years.

Commercial Multi-Peril 
Figure 16 shows a similar graph for Commercial Multi-Peril (non-liability), focusing on the period after 

Hurricane Katrina’s impact on the market (post-2006). We see that both Louisiana and Florida had 

decreasing LAEs as the effects of the Katrina losses were being settled. However, starting around 2016-

2017 Florida’s LAEs started to increase and only began to fall in 2021. During this period the rest of the 

U.S. had relatively stable LAEs.

FIGURE 16 Commercial Multi-Peril (Non-Liability)
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Commercial Auto 
Figure 17 shows a similar set of ratios for Commercial Auto policies. Louisiana has high LAE ratios, 

nearly twice the US average. Interestingly, Florida experienced an increase just like the other lines 

starting around 2005. Unlike the other lines, Florida’s LAE ratios did not decline in 2022.

FIGURE 17 Commercial Auto LAEs for Important State Over Time

Source: NAIC State Page Various Years.

While the focus is on Florida and Louisiana for significant challenges to their legal environments, it is 

likely much broader than just a few lines. I examined the American Tort Reform Association Reports 

(ATRA, 2022), which obtained data on TV advertising spending by lawyers in nearly every market in the 

U.S. Alaska did not have data, nor did New Hampshire (due to its location near the Boston Market) and 

New Jersey (due to its location near the New York City and Philadelphia TV markets). I then estimated a 

simple regression of legal spending per lawyer by state and year. I then created an index of sensitivities 

between spending and lawyers per capita. This is shown in Figure 18. The most interesting relationship 

seems to be in the southeastern US. The correlation between TV spending and lawyers is relatively 

higher in this region than in the rest of the country. If advertising is profitable for lawyers, they will likely 

successfully obtain and represent clients for potential insurance settlement negotiations. This creates a 

more challenging environment in which to settle claims.
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FIGURE 18 Index of Legal Advertising Spending Per Lawyer, 2018-2021

OTHER SOURCES OF PRICING PRESSURE
NATURAL DISASTERS

Hurricanes and wildfires are a significant source of risk for people in specific geographic regions of the 

country. However, as Figure 19 shows, many risks contribute to losses. What makes these types of risk 

a problem is that they are often correlated losses. Typically, insurance is priced assuming that losses 

are independent. My likelihood of a car crash is simultaneously unrelated to my friend’s likelihood of an 

accident. That assumption, when accurate, allows for a low safety loading for the insurer. When it is not 

valid, it can create problems. When I experience a hurricane loss, many of my neighbors experience it 

simultaneously. This correlation causes the safety loading for insurance to be higher, thus making prices 

higher. Insurance hurricanes or other natural disasters like wildfires have to consider the contagion 

effect of a claim on an insurance company’s solvency.

Colorado State University forecasts hurricanes that make landfall each year. Over the period 1991-2020, 

they have forecasted an average of 7.2 major hurricanes each year. Some of which will strike the U.S. 

mainland. For 2024, they forecasted six major hurricanes. Two struck the United States and caused an 

estimated $80 billion in losses.19 According to the III, the top 10 Hurricanes in damages (in $2023) have 

occurred since 1992 (Hurricane Andrew is 8th ranked). Thus, the insurance market has had to pay over 

$427 billion for just these ten storms.20

Source: Index derived from data from ATRA, I.I.I., US Census, and the American Bar Ass’n.  
AK, NJ, NH have no advertising data available.

19	 CSU, Tropical Forecast, https://tropical.colostate.edu/forecasting.html (viewed October 10, 2024).

20	 III, Top 10 Costliest Hurricanes In the US, https://www.iii.org/fact-statistic/facts-statistics-hurricanes (viewed on December 31, 2024).
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FIGURE 19 United States Insured Losses21

An important aspect of the hurricane-affected areas of the country is that they are growing even if 

insurance prices are high. In 2022, Florida was the fastest-growing state. However, future growth may 

slow due to increases in insurance prices and the real presence of hurricanes.22 Two recent findings 

by Freddie Mac (2022) suggest some population resiliency. First, during the pandemic, many people 

moved to high-risk states. Of course, these new residents might be the ones who have second thoughts 

about moving to high-risk areas, but the same authors also showed that after a disaster like a wildfire, 

the residents stayed in the community long term. 

Convective Storms and hail are also important sources of natural disaster losses. The III and Aon cite 

statistics that state tornados are becoming more frequent over time,23 and the cumulative losses are 

trending in parallel with hurricane storms, which had a cumulative $58 billion in losses in 2023  

(Aon, 2024). 

While important in some years, wildfires are only sometimes sources of significant losses, but in specific 

locations near population centers, their effect can be quite large. The effects of hurricanes and wildfires 

are discussed in more detail in the case studies below.

21	 Graph from https://www.aon.com/reinsurance/catastropheinsight/global-regional-losses.html?region=United%20States&type=insured (viewed October 10, 2024).

22	� See Wall Street Journal, The Great Florida Migration in Coming Undone (October 7, 2024).  
https://www.wsj.com/real-estate/florida-home-sales-slowing-355616a2 (viewed October 7th, 2024).

23	 https://www.iii.org/sites/default/files/docs/pdf/triple-i_state_of_the_risk_convective_storms_04212022.pdf (Viewed October 19, 2024).
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THE ENVIRONMENT AFFECTING INSURANCE PRICES

Fraud
According to the Coalition Against Insurance Fraud (CAIF, 2022), insurance fraud costs just over  

$350 billion annually. Fraud can occur in all lines, so if insurance and the CAIF found that property 

casualty insurance and workers’ compensation were two important lines where fraud exists. In all 

property casualty lines and workers’ compensation, the CAIF estimated the fraud costs to be about  

$79 billion in 2020. This is the size of a significant hurricane in terms of losses.

Uninsured Drivers
Nearly every state mandates car owners to purchase auto insurance. The Insurance Research Council 

estimates that approximately 14 percent of drivers go without insurance in 2022.24 Each state also has a 

different minimum coverage level, which affects the price of insurance. High levels of coverage generally 

result in higher prices. Further, the rate of uninsured motorists fluctuates based on economic conditions. 

Kumazawa and Query (2023) They find that after 9/11, states restricted eligibility for driver’s licenses, 

but more recently, states have begun allowing undocumented aliens to obtain licenses. They find that 

as the states’ percentage of the undocumented population increases, the uninsured motorists’ claims 

increase, but evidence of the permissive driver’s license rules does not seem to matter.

The costs of uninsured motorists come in two forms. First, if the victim of an auto accident has 

uninsured motorist coverage, the insured pays a premium to cover that risk, increasing the cost of auto 

insurance. In addition, the insurer pays the costs of the accident. Second, if the victim does not have 

uninsured motorist coverage, the victim bears the costs. According to Kumazawa and Query, citing the 

Insurance Research Council, the average cost of an uninsured motorist’s claim in 2017 was $26,980, 

resulting in an overall loss of $3.8 billion after adjusting for inflation. 

Building Codes 
Higher building code standards are a loss reduction strategy. Building codes increase the cost of 

housing but reduce the severity of the likelihood of a loss. (FEMA, 2020) examined 20 years of losses 

and the effect of building code and found that cumulative losses avoided will be $132 billion over 2020-

2040, savings that is equivalent to a small hurricane each year. However, this number is just for those 

properties with a modern building code. Newer properties will likely be built with new building codes, 

increasing the savings from mitigation efforts.

Politics of Rate Suppression
The political economy of insurance regulation exemplifies classic interest group competition theory, as 

developed by scholars like Stigler (1971) and Peltzman (1976). In the insurance context, this competition 

manifests through several key stakeholder groups: insurers, consumers, legal practitioners, and political 

actors, each pursuing distinct regulatory objectives. (Meier, 1991). According to this theory, rates are a 

function of the strength of the interest groups. Thus, if we see rates being suppressed, it implies that 

those interest groups with an interest in low rates can influence more power. The problem is that these 

interest groups are looking at immediate payoffs regarding lower rates. They do not see the unintended 

consequences, leading to availability problems as insurers exit the market. Harrington (1992) suggests 

that market exit would be a way to discipline regulators, governors, and legislatures engaging in price 

suppression. However, the delay in firm exit reduces the pressure on the regulators to balance consumer 

and insurer interests. The net result is a long period of market disruption.

24	 See https://www.iii.org/fact-statistic/facts-statistics-uninsured-motorists (citing the Insurance Research council) (viewed December 31,2024)
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We are seeing that insurance pricing becomes particularly salient in electoral politics when market 

conditions create consumer pressure. Recent studies of Florida highlight how natural disaster risks 

heighten political attention to insurance markets. For instance, increased wildfire and hurricane risks 

have elevated insurance availability to a primary electoral issue in Florida, California. This is discussed 

in the cases below. Governors and insurance commissioners might respond to these pressures through 

more stringent rate regulation, particularly in states with elected commissioners. This is especially true 

in California after the introduction of Proposition 103.

California’s recent experience provides another important case study. The state’s Department of 

Insurance has faced unprecedented challenges balancing market stability with consumer protection 

as wildfire risks have increased. Several major insurers have restricted new business in high-risk areas, 

prompting regulatory intervention and highlighting the tensions between market sustainability and 

access.

Florida presents a particularly instructive case study on how multiple interest groups shape regulatory 

outcomes. The state’s experience with the assignment of benefits (AOB) reform illustrates the complex 

interplay between insurers, the plaintiff’s bar, and consumer interests. The subsequent legislative 

reforms in 2022-2023 discussed below demonstrate how acute market stress can reshape traditional 

interest group dynamics.

The legal community, particularly the plaintiff’s bar, has significantly shaped insurance regulation. 

Their influence extends beyond traditional rate regulation to areas like claims handling procedures and 

dispute resolution mechanisms. This likely has contributed to more complex regulatory frameworks that 

must balance multiple competing interests.

REGULATORY GOALS AND CHALLENGES IN INSURANCE 
MARKETS?
PRESERVING A COMPETITIVE MARKET

Given the stresses on pricing described above, preserving the competitive market is paramount to a 

well-functioning insurance market. One of the significant pressures facing certain states is the exit of 

insurance companies. Insurers in California are no longer writing new business or no longer renewing 

previous customers in wildfire-risk areas, pushing homeowners into the residual market. Florida 

and Louisiana have similar concerns due to hurricanes or wind risk. This problem is exacerbated by 

regulatory reluctance to allow insurers to raise prices. California, which arguably has the strictest 

version of prior approval, requires a public utility-style hearing with public intervenors having the right 

to present their experts and cross-examine other witnesses. This type of regulation makes it costly to 

reduce rates if risks fall, as the cost of raising the rates in the future, if needed, is a long and expensive 

process. 

States need companies to operate in the market to be competitive. If the state restricts prices, then 

firms exit. The case studies below show this in Massachusetts (Auto), Florida (Homeowners), New 

Jersey (Auto), and South Carolina (Auto). In addition, merely because an insurer asks for and receives a 

“high” rate increase does not mean that consumers will be forced to take a higher price. There are still 
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other companies, and there is competition. Higher prices or more profit opportunities attract capital 

and entrants. This means that competition will affect the prices. Permitting rate freedom in tough times 

will ameliorate the long-run problem. This is partly due to product innovation, better underwriting, and 

incentives for mitigation that will permit prices to moderate. 

Price regulation also creates friction in competitive markets, which has unintended consequences. 

Figure 20 shows the California auto market loss ratio and the U.S. loss ratio from just before the 

enactment of Proposition 103 to the present. A higher loss ratio implies lower profits, so if we look at 

California’s loss ratio over the early period, we see that after the 1989 enactment of Prop 103, California’s 

loss ratio fell (implying higher profits) faster than the U.S. loss ratio. By 2015, this had changed as 

California had approximated the U.S. Loss ratio. The fact that “profits” increased in California is often 

overlooked and is a direct result of the friction involved in the Proposition 103 process.

FIGURE 20 California and U.S. Loss Ratio

Source: NAIC State Page Various Years.

ENSURING PRICES REFLECT RISK

One of the most important tenets of insurance pricing is that prices are based on similar risks. The 

rationale for this is three-fold. Every state has a rating law requiring classifications based on risk. Very 

few characteristics are prohibited.25 The link between price and risk prevents cross-subsidization. When 

cross-subsidization exists, and individual consumers can exit a market, we have an insurance market 

failure. For example, if there are drivers with a high risk and some with a low risk in the population, they 

usually would be priced differently. This is considered proper pricing practice. However, the high-risk 

25	� The major exceptions are race, national origin, and, to a lesser extent, gender. States also prohibit the use of genetics, and some states limit the use of credit reports 
(See Abraham and Chiappori, 2015).
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might say it is too expensive to buy insurance. A government might say, let us put the high-risk and low-

risk together to form a pool and charge them the same price. Then, the high risk is getting a “low” price, 

and low risks are getting a high price relative to their risk. After a short time, the low-risk drivers do not 

see the value in paying the relatively high price and drop out. In the long run, this leaves the high-risk 

drivers in the pool, paying the high price. 

Usually, we allow companies to underwrite to protect themselves against this unraveling caused by 

high-risk drivers trying to appear to be low-risk. However, if we pool high and low risk or, as states 

were doing, place surcharges on low risk to pay for the high risks, the political equivalent of unraveling 

occurs. The New Jersey and South Carolina case studies below are good examples of this. This type of 

risk pooling can only work by mandating coverage and having criminal penalties for failure to comply. 

The enforcement costs become relatively high.

PROBLEMS CAUSED BY STRICT PRICING AS WELL AS SLOW REGULATORY 
RESPONSES 

Regulators must balance pricing restrictions with solvency concerns. Regulators, legislators, and 

governors must remember an often-overlooked fact: Insurance is a voluntary business. Governor Christ 

of Florida was famously quoted as telling State Farm to leave the state.26 That was exceedingly short-

sighted as only a short time later, the state was begging insurance companies to remove policies from 

the state’s portfolio of policies held by Citizens. States that restrict rates will cause companies to leave 

the market outright or reduce their premium volume. This happened in Florida (see the case study on 

Florida Catastrophes and Rate Suppression) and is happening in California (See the Case study on 

California’s Wildfire response).

PERSONAL V. COMMERCIAL LINES REGULATORY TREATMENT

In the mid-1990s, the NAIC and the industry entered into a discussion about the role of regulating 

commercial products. Most states regulated commercial products using traditional prior approval 

statutes if that is how they regulated other lines of business. However, there is a difference between 

commercial buyers of insurance and traditional consumers because of their relative sophistication. 

Does GM or Coca-Cola need the Georgia insurance commissioner or every other regulator who has 

the property of Coca-Cola or GM in its state to weigh in on the appropriateness of policy rates or the 

contract that is used to transfer risk? The traditional role of the regulator as protecting the relatively 

uninformed consumer does not make sense for many commercial customers.27

26	 �https://www.heraldtribune.com/story/news/2009/01/27/crist-has-no-regrets-about-state-farms-departure/28688840007/ (viewed October 20, 2024).

27	 Feldhaus and Klein (1997) provided the NAIC with a background and policy options for this discussion.
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The NAIC has a model law (P&C Commercial Rate and Policy Form Model Law, ML 777) that exempts 

commercial lines of insurance from rate and policy form regulation. Not one state has adopted the 

Model Law, but most states now have their own version of deregulation.28 In addition, the National 

Conference of Insurance Legislators has a Model Law to cover rate (de) regulation explicitly adopting 

a use and file system.29 The NAIC Model Law exempts certain lines, but the Georgia approach is typical 

in it exempts policies sold to certain customers (large multistate customers, for example) from rate and 

form review.30 New York also permits an exemption for a class of customers based on their premium 

volume and other evidence of sophistication. The states differ on what is exempted. The exempted 

products cover what is often called “special risks.” Some states would exempt workers’ compensation 

from rate and form filing, but many do not. Some states 

require rate and form filings for medical malpractice, but most 

do not. Table 3 shows filings in 2023 for states classified as 

having a commercial deregulatory statute. Most states still 

require some filing, but as it is merely “use and file,” it is a 

mere filing. There is no subsequent approval necessary. 

The table shows that 94 percent of the commercial lines filings 

in 2023 were in states with some commercial lines exemptions 

for rate approval. The implemented or approved rates for the insurers filing in deregulated states were 

slightly lower than in regulated states but not likely statistically significant. 

Another important statistic is the difference between the indicated and implemented rate requests. The 

indicated rates are those calculated by the insurers’ actuaries. Actuaries are likely to be conservative 

in their rate analysis, and their indicated rates are generally higher than the implemented rates. It is 

important to note that management may deviate from the indicated rate for strategic or competitive 

reasons. The table shows that the difference between the indicated and approved rates is smaller in the 

competitive rating states; again, it is not statistically different from the regulated states. Further, the 

days to “approval” are nearly the same. Approval is an essential feature for regulated lines. However, 

“days to approval” for deregulated lines are essentially zero as the insurer implements the rate when it 

decides and provides documentation if needed later.

28	 �See NAIC, Model Law State page, 777. https://content.naic.org/sites/default/files/model-law-state-page-777.pdf. Viewed October 12, 2024.

29	 NCOIL Model Law, PC-Modernization-Model-Adopted-4-18-21.pdf (viewed October 12, 2024).

30	 GA. COMP. R. & REGS. 120-2-77 (1999).

The states differ on 
what is exempted. The 
exempted products 
cover what is often 
called “special risks.” 
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TABLE 3 �A comparison of Various Features of Rate filings focusing on Commercial Lines’ Regulatory 
Rating Status

Regulated
(N=2,632, 

5.78%)

Deregulated
(N=42,916,

94.22%)

Overall
(N=45,548,

100%)
Implemented Rate Mean (Std. Dev) 3.49 (11.0) 2.75 (9.90) 2.79 (9.96)

Median [Min, Max] 0 [-58.7, 83.5] 0 [-73.1, 150] 0 [-73.1, 150]
Difference Between 
Indicated and 
Implemented

Mean (Std. Dev) 5.55 (16.0) 4.72 (51.3) 4.76 (50.0)
Median [Min, Max] 0 [-70.5, 175] 0 [-9710, 710] 0 [-9710, 710]
Missing 269 (10.2%) 3248 (7.6%) 3517 (7.7%)

Days to “Approval” Mean (Std. Dev) 33.0 (40.0) 34.9 (53.6) 34.8 (52.9)
Median [Min, Max] 28.0 [0, 552] 19.0 [0, 613] 19.0 [0, 613]
Missing 22 (0.8%) 94 (0.2%) 116 (0.3%)

Line Fire and Allied Lines 435 (16.5%) 6,764 (15.8%) 7,199 (15.8%)
Commercial Multi-Peril 612 (23.3%) 9,482 (22.1%) 10,094 (22.2%)
Inland Marine 194 (7.4%) 3,275 (7.6%) 3,469 (7.6%)
Medical Malpractice 66 (2.5%) 1,061 (2.5%) 1127 (2.5%)
Workers Compensation 611 (23.2%) 9,825 (22.9%) 10,436 (22.9%)
Commercial Auto 714 (27.1%) 12,509 (29.1%) 13,223 (29.0%)

Type of Rate Filing 
Method

Consent-to-rate 1 (0.0%) 2 (0.0%) 3 (0.0%)
File & Use 429 (16.3%) 18,477 (43.1%) 18,906 (41.5%)
Flex-Rating 0 (0%) 13 (0.0%) 13 (0.0%)
Informational 5 (0.2%) 264 (0.6%) 269 (0.6%)
New Program 0 (0%) 4 (0.0%) 4 (0.0%)
Other 39 (1.5%) 564 (1.3%) 603 (1.3%)
Prior Approval 1,341 (50.9%) 12,063 (28.1%) 13,404 (29.4%)
Review & Approval 5 (0.2%) 102 (0.2%) 107 (0.2%)
State Promulgated 0 (0%) 1 (0.0%) 1 (0.0%)
Use & File 502 (19.1%) 5,911 (13.8%) 6,413 (14.1%)
Missing 310 (11.8%) 5,515 (12.9%) 5,825 (12.8%)

SPGMI, Insurance Product Filings, Filed in calendar year 2023		

 

If we examine the type of filing method used, we see a range of filing methods, even in deregulated 

states. What might be confusing is that some prior approvals have been filed in the “deregulated” states. 

This could be for several reasons. The most important one is that not all states treat all commercial 

lines the same. Some, like workers’ compensation and medical malpractice, are still subject to the prior 

approval rate filing requirements. In addition, there may be filings in commercial lines for products for 

small businesses that do not qualify for deregulation. If we look at the categories of use and file and 

“missing,” we will likely see those filings in states with the most competitive statutes. The rate filing 

“Missing” is likely because the state may not require any notation for an exempt filing. 



PRICE REGULATION AND ITS EFFECTS ON INSURANCE MARKETS 35

Thus, in 2023, we see that most filings are in states that have adopted some form of commercial 

deregulation, but one could ask what the effect of adopting commercial deregulation is. I undertake 

a small study. In 2011, New York adopted a law that exempts certain policyholders from requirements 

covering rates and forms. The law requires policyholders to have a premium over a given amount, a 

sophisticated risk manager (essentially one trained in risk management with experience with these 

policies), fifty or more employees, and assets, net worth, or gross revenues over a specific amount. 

The insurer still must file for informational purposes. In addition, the filing exemption applies to all 

commercial risks except for medical malpractice.31

I compared regulatory filings from New York and Texas. During the study period, Texas had prior 

approval for commercial risks. I estimated the effect of introducing deregulation in New York 

commercial lines on the average days to approval.32 Again, approval after introducing the deregulation 

is merely a matter of filing, not approval. Looking at Figure 21, we see that before the 2011 legislation, 

Texas and New York were experiencing longer approval times, which tapered off for both by 2010. 

With the bill’s passage, New York’s length of time fell much more quickly than Texas’. In addition, 

New York’s continued to decline while Texas’s increased. The underlying model shows a statistical 

difference between the before and after periods for New York, which is about 27 days. Thus, introducing 

commercial line rates and forms allowed carriers in New York to respond more quickly to the needs of 

their customers. 

One might also ask about differences in rates before and after the introduction of the deregulation 

legislation. Rates were slightly but not statistically lower after the fact. This makes some sense, as 

insurers dealing with sophisticated companies with their own risk management staff can better protect 

themselves and shop if needed. This suggests that commercial lines do not need rate and form prior 

approval regulation, and regulation merely reduces market efficiency without providing value.

Commercial rate deregulation is different in many respects from personal lines deregulation. As 

mentioned, commercial lines are less salient to insurance regulators because regulators view these 

businesses as having greater sophistication and more equal bargaining power. Thus, even though the 

states deregulated, the starting point was not necessarily rate relief but the ability to quickly bring 

products to commercial consumers. 

Within commercial multiperil lines, there are two main sublines: Business Owners Package (BOP) (NAIC 

Line 5.0001) and other commercial products (NAIC Line 5.0003). BOP policies are more likely to fall 

outside commercial lines exemptions as these policies are generally for smaller businesses. Figure 

22 shows the percentage of BOP products subject to a prior approval process compared to general 

commercial packages. General commercial packages shown on the right side of the figure are unlikely to 

be subject to prior approval, and BOP packages are more likely. This is consistent with regulators being 

less concerned about large enterprises and more concerned about those without risk management 

sophistication.

31	 �AN ACT to amend the insurance law, in relation to exempting insurers from certain rate and policy form approval requirements with respect to policies 
issued to large commercial insureds and from certain poli- cy form filing and approval requirements with respect to certain inland marine insurance 
policies,  
https://legislation.nysenate.gov/pdf/bills/2011/A8464 (viewed October 16, 2024).

32	� I undertook a difference in differences regression which Treated NY filings after the effective date of the law (~July 1, 2011). The results are causal in the 
sense that we can say that the law caused a reduction in approval times.
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FIGURE 21 New York’s Commercial Lines Deregulation Compared to Texas 

Author’s plot from a Differences Regression Model

One new benefit of deregulated commercial lines is that we can compare their performance to personal 

lines after a catastrophe. A catastrophe stresses an insurer. (P. H. Born & Klimaszewski-Blettner, 2013) 

show that commercial property insurers performed better following an unexpected catastrophe 

than homeowners carriers in the same state. The authors state that this is because of exposure and 

underwriting flexibility differences. They also found that commercial insurers used more reinsurance 

and were more geographically diversified.33 They also find that post-disaster commercial insurers keep 

their coverage offers while personal lines companies withdraw from the market. This is compounded 

by rate filing restrictions and policy cancellation bans, which aggravate personal lines writers who 

write voluntarily and then choose to reduce their writing in the face of these further restrictions. This 

then puts more homeowners into the residual markets. Commercial line’s relative freedom to price and 

underwrite allows them to perform better even after a catastrophe.

33	 �One could argue that in Florida, due to its history of strict rate regulation, post Hurricane Andrew, firms walled off their Florida business by setting up 
either single-line companies or companies only operating in Florida. That response is due to regulation and not something inherent about the difference 
between personal or commercial lines. What is interesting is that commercial companies were able to use geographical diversification to reduce risk.
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FIGURE 22 Comparison of Prior Approval of Commercial Lines Products

Prior Approval Filings by State, 2023

CASE STUDIES 
SETTING THE STAGE 

The next section contains several case studies. Before examining each state, it is essential to look at 

the national trends affecting all of them. In addition, it is also instructive to compare Illinois, a use-

and-file state, to more restrictive regulatory approaches such as state-made rates, which was how 

Massachusetts made rates until 2008.

A state can require state-made rates like Massachusetts, and it is a stringent form of prior approval. 

Massachusetts would set the rates for all companies at once. Traditional prior approval would require 

each company to propose rates that are then subject to approval by the regulator. Another type of 

rating is Flex-rating. Flex rating allows the insurer some ability to set rates without approval, but if the 

rates are to go beyond a given percentage, approval must be sought. The further rating category is File 

and Use, which allows the insurer to file rates with the regulator and then use them subject to possible 

later review. The final category is Use and file. Insurers can use the rates and then tell the regulator 

through a subsequent filing what the rates are. Rates must be filed within a specific time. Finally, 

Wyoming has no rating law. Rates are open to market forces and presumably other consumer protection 

and antitrust laws, but there are no insurance price control laws for voluntary auto markets. (Harrington, 

2002)

34	 See Insurance Information Institute, Regulatory Modernization, http://www.iii.org/issue-update/regulation-modernization (viewed 12/10/2016).
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Over the last fifty years, the states have used various types of regulation, and states have changed 

forms of regulation over time. Harrington (2002) studied state loss ratios (losses incurred/ premiums 

earned). As losses per premium dollar increase, more is paid to the insureds within the state, and the 

insurer retains less. While not a perfect measure of price or profitability, it is an index of both. Higher 

loss ratios are related to lower profits, and all other things are held constant. Harrington then split the 

states into two groups: strict regulation (those states with state-made rates and those requiring prior 

approval) and more competitive (all other states). He found no statistical difference between the two 

types of regulatory regime’s loss ratios over time. A similar analysis was conducted for this report for 

different years. Harrington used the time 1974-1998; in this report, the more recent period 1985-2023 

was used. There was also no statistical difference between loss ratios in the two regulatory regimes for 

this period.

Figure 23 shows a simple time series of the loss ratios of these sets of states, and it is obvious that they 

are very similar in behavior. This chart illustrates Harrington’s 2002 results, which are still true today. 

Price regulation has no real effect on the loss ratio over time (where one would expect loss ratios to 

be higher in more strictly regulated states). In addition, while loss ratios are no higher, a significant 

regulatory apparatus exists in these states. So, an interesting question is, what are the benefits of price 

regulation if it does not appear in the data? 

Over this period, the percentage of U.S. auto premiums in states with Prior Approval (or State Made 

Rates) ranged from 84 percent in 1985 to 72 percent in 2023. The trend has been to lessen restrictions 

over time.

The country experienced two insurance shocks. The first was in the liability market in general, where 

liability coverage prices increased. Prices were rising because of the so-called liability crises. (Winter, 

1991) Secondly, the medical component of auto insurance was experiencing a relatively large increase 

during this period. Cummins and Tennyson (1992) report that the auto insurance component of the 

CPI grew at 9 percent annually, while the all-items component grew at 3.5 percent, and the medical 

care component grew at 6.5 percent annually from 1984-1989. This sets the stage for the case studies 

below. In the late 1980s, New Jersey, California, and Massachusetts had the three highest average 

annual premiums for auto insurance. In addition, South Carolina’s residual market had experienced such 

significant losses that it had to institute a recoupment fee (or a tax on all drivers) to recover losses due 

to high-risk insureds. This also happened in the late 1980s. So, all four of the state’s political equilibria 

are upset by the increased loss costs brought about by the inflationary shock.

Figure 24 shows the increase in Average Auto Premium across the four case study states, Illinois, and 

the entire country. All states had an increase, but Massachusetts, New Jersey, and California’s rates were 

higher than the average. Illinois, the U.S. average, and South Carolina had lower rates and seemed to 

have lower increases over time.
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FIGURE 23 Loss Ratio over Time for Prior Approval and Use and File 

Source: NAIC State Page Various Years.

Source: NAIC, Auto Insurance Database.

FIGURE 24 Average Annual Auto Insurance Premium
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CASE STUDY 1: FLORIDA CATASTROPHES AND RATE SUPPRESSION35

Hurricane Andrew was an unprecedented shock to Florida’s residents and the insurance market. This 

catastrophic hurricane insurance loss amounted to nearly $35 billion (in 2023 dollars) and is the eighth 

most expensive hurricane, according to AON (2024). The most expensive was Hurricane Katrina, which 

cost over $100 billion in current dollars.36 Since Hurricane Andrew, Florida has engaged in a significant 

intervention in state insurance markets, as described in Box 1 below. 

As a result of the increased losses due to Hurricane Andrew, insurers raised prices to reflect their new 

understanding of the increased risk of loss due to hurricanes. Some larger insurers announced intentions 

to reduce their presence in certain parts of the state, and others announced they would restrict new 

writings until they better understood the risks facing the insureds. To stave off a mass insurance 

availability problem, the State of Florida passed legislation to prevent insurers from cutting more than 

five percent of their customers yearly. In addition, the state became more aggressive in regulating 

prices. However, Florida did not necessarily cut rates uniformly, creating subsidies from relatively low-

risk areas to higher-risk areas. 

For example, using a standardized methodology, rates in higher-risk areas were lower than they should 

have been. At the time, the Insurance Services Office (ISO) assessed property loss costs so that insurers 

without the necessary actuarial data could price insurance. Analysis of these loss costs, which were used 

to justify rates for various territories in Florida, showed that the highest-risk areas received the lowest 

price changes when these areas should have received the greatest price changes. This foreshadowed 

a significant problem developing as interregional subsidies created market distortions that required 

government intervention as firms left the regional markets.

Figure 25 shows relative loss costs by region in Florida in the mid-1990s. This chart shows three types of 

data. The first is indicated loss costs. The ISO calculated these costs to reflect the cost of an expected 

loss for a standard contract (e.g., a two-story, frame house in a city with 200,000 of coverage with a 

$500 deductible.) Looking at Figure 25, we see that the highest indicated loss costs are at the left of 

the figure and represent areas in the southern part of the state. These are the areas that are the most 

exposed to wind risk. The second data series is those prices filed with the state. The insurers desired to 

offer these for a given contract in these territories. Note that they are generally less than the indicated 

costs. Finally, the implemented costs (those used by the insurers) were substantially lower. 

35	 This case study is largely taken from (Grace, 2013).

36	 Insurance Information Institute, Facts + Statistics: Hurricanes, https://www.iii.org/fact-statistic/facts-statistics-hurricanes (viewed October 11, 2024).
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FIGURE 25 ISO Indicated Loss Costs versus Filed and Implemented by Florida Territory, 1996

Source: ISO for original data and Grace (2013) for graph.

Note that the high-risk customers in the southern part of the state obtained the highest differential 

between the rates indicated (by what is recommended by supposedly objective standards) and what is 

allowed under state regulatory practice. In contrast to 1992 (shown in Figure 26), there is relatively little 

difference between the indicated and implemented costs across the state’s regions.
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FIGURE 26 ISO Indicated Loss Costs versus Filed and Implemented by Florida Territory, 1992

Source: ISO for original data and Grace (2013) for graph.

We can also look at Florida’s homeowner’s insurance market problems by looking at the presence and 

absence of hurricanes. If we believe that insurers attempt to price insurance based on expected losses, 

then they can make several assumptions about the future. For example, if we think storms will be small 

and infrequently occurring, then prices will be lower than if we think storms will be larger and relatively 

more frequent. Insurers and regulators differ about the likelihood of significant and damaging storms, 

creating tension regarding which prices will be allowed. 

Another problem is how long insurers should be allowed to “save up” for a potential loss. For example, 

if one believes that the insurer will face a typical set of storms over a twenty-year period, then it should 

be able to price so that the insurer breaks even over twenty years. This pricing rule is not generally 

followed. There was concern that in years where there were no hurricanes, prices should be lower 

merely because there were no hurricanes. Insurers do not price insurance on the spot market because 

they need to price over a longer horizon. If we look at the cumulative profitability of the Florida 

homeowner’s insurance market, it is negative from 1989 to 2007, suggesting that pricing is a long-term 

problem.37

37	 According to the NAICs (2007, 1998), the cumulative profit on homeowners’ insurance is negative over the period 1989-2007.
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However, insurance regulators desire to keep prices low for political reasons. This has substantial effects 

on markets. First, insurers are incentivized to reduce their writings in high-risk areas if they feel they 

cannot obtain a reasonable profit. This leaves markets underserved. As a result of insurers leaving the 

area, the State of Florida became the insurer of last resort through a state-run windstorm pool and a 

joint underwriting association (JUA). Florida attempted to cajole insurers into writing business in these 

high-risk areas by offering new bounties to remove policies from the state-run entities. Unfortunately, 

these companies were not likely to be of the same quality as the other companies in the market. After 

the four hurricanes in 2004-2005, the largest of these, the POE Group, which became the second-

largest homeowner insurance company (during the early 2000s), went bankrupt due to exposure to 

hurricane risks. In addition, another three or four failed during this time.

After the 2004-2005 hurricane seasons, Citizens became the largest homeowner’s insurance company 

in the state. Again, after the continued growth of the state insurer, the State decided to depopulate 

Citizens by offering startup companies bonuses to take policies out of the state pool. These companies 

could not obtain A.M. Best ratings because of their relative immaturity, so their financial soundness is of 

concern.38

FIGURE 27 Loss Ratio Over Time for Homeowners Insurance in Florida and Nationwide.

US & Florida Loss Ratio

38	� Sastry et al. (2024) suggest that the rating problem is not over. As A.M. Best does not rate all insurers, others have been permitted to provide 
rating services so that US government mortgage financing enterprises (Fannie Mae and Freddie Mac) would purchase mortgages from lenders for 
securitization. This was important for two reasons in Florida. First, there were few rated companies selling coverage in Florida, so the housing market 
was put at risk. Secondly, to protect the mortgage market, Florida and Fannie and Freddie permitted other rating companies (with different and, some 
say, lower standards) to rate Florida companies. See William Rabb, Harvard Study Again Stirs the Pot on Demotech Ratings of Florida Carriers, Insurance 
Journal, April 15, 2004, viewed December 31, 2024.

As illustrated in Figure 27, the Florida property insurance market showed significant volatility in loss 

ratios during 1989-2007, characterized by two distinct periods of catastrophic hurricane activity. The 

first significant disruption occurred in 1992 with Hurricane Andrew, which generated unprecedented 

losses that substantially exceeded premiums. The second significant period of disruption manifested 

during 2004-2005, when four major hurricanes made landfall in Florida, resulting in elevated loss ratios.
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During periods of reduced hurricane activity, the Florida market exhibited favorable performance 

metrics, with loss ratios consistently below national averages, as depicted in Figure 27. However, this 

analysis underscores a critical vulnerability in the market structure: a single catastrophic hurricane 

event can eliminate accumulated profits spanning multiple years or decades, as evidenced by the 

financial impact of Hurricane Andrew. Despite the implementation of substantially higher premium 

levels by 2004, the magnitude of losses during the 2004-2005 hurricane season remained considerable, 

demonstrating the persistent challenges in achieving long-term market stability in regions susceptible to 

catastrophic weather events.

The figure demonstrates the “lumpy” nature of losses over this period, with extended periods of 

relatively low loss ratios punctuated by extreme spikes during significant hurricane events. This pattern 

is particularly evident when comparing the loss ratios from Hurricane Andrew in 1992 with those from 

the 2004-2005 hurricane season, even accounting for the higher premium base in the latter period.

Another way of looking at what regulation is doing to Florida’s market is to look at the number of 

homeowners (HO) companies operating in Florida over time and to see what percentage of the market 

is being served by companies writing predominantly in Florida. Figure 5 shows that the number of HO 

insurers in Florida has fallen from about 219 in 1992 to 143 in 2007. In addition, the number of companies 

that write homeowners premiums, mainly in Florida, has risen from 9 to 63 over the same time. These 

companies are defined as those with 90 percent of their homeowner’s premiums coming from Florida. 

As the rates have been kept low, national companies have left the state, leaving it with some single-state 

companies with national brand names (e.g., State Farm Florida or Allstate Floridian) and other new 

start-ups. Interestingly, these mostly Florida companies’ market share rose from about 14.5 percent in 

1992 to 83.3 percent of the homeowners market between 1992 and 2007. This massive change is often 

consistent with other markets under stress, as discussed below.

FIGURE 28 Companies in Florida Homeowners Market, Number of Companies with Greater than 90% 
of their Premium in Florida, and Percent of the Market Served by Companies with 90 percent or more 
of the US Premiums Written in Florida, 1992-2007

Source: NAIC State Page Various Years.



PRICE REGULATION AND ITS EFFECTS ON INSURANCE MARKETS 45

In 2007, the Florida legislature enacted a new set 

of rules for insurers.39 Price increases would be 

strictly prior approval, and the Office of Insurance 

Regulation would be the final arbiter of insurance 

rates. Previously, companies could appeal rate 

orders to arbitration panels, and now they are 

heard by administrative tribunals. Further, the state 

ordered Citizen’s rates rolled back by 10 percent and froze proposed price increases; Citizens could 

now offer prices below private market companies, it increased the level of catastrophic reinsurance 

provided by the state, and it expanded the types of policies (all except workers comp and medical 

malpractice) that could be assessed to pay Citizen’s or the Hurricane Cat Funds losses. What is striking 

is that the state legislature became involved in the price setting of insurance without understanding the 

ramifications. 

In February of 2009, State Farm announced that it was leaving Florida. It had asked for rate increases 

and had been repeatedly denied. State Farm was the second largest insurer behind Citizens, and it 

agreed to a multiyear withdrawal schedule. However, the State became concerned that even more 

insureds would come to Citizens as State Farm reduced its policy counts. Between Citizens and the 

Florida Hurricane CAT Fund (which reinsures the other homeowners’ insurers in the state), the State 

was becoming concerned about the increased concentration of hurricane risk to the Florida taxpayer. 

As a result of the perceived failure of the 2007 legislation, the financial crisis, and the concentration 

of CAT risk in the state, the legislature passed a bill allowing price flexibility for the larger (non-start-

up) companies.40 The Governor vetoed the bill, claiming it was bad for Florida since it would let firms 

cherry-pick profitable customers (LaMendola, 2009).

So, unlike the other states, Florida did not let market forces have more of a say in its homeowner’s 

market, but it has followed the rest of the price regulation cycle. A price shock caused political 

coalitions to form, which resulted in regulated prices. Regulated prices created problems, including 

cross-subsidization and insurers leaving the market. Florida then created a state-owned primary insurer 

and a reinsurer to keep prices lower. This had the effect of crowding out private market providers.

Florida concentrated risk in the hands of taxpayers so that a large hurricane could have a profound 

fiscal impact on the state (Roth, Fitzpatrick, and Prada, 2008). Florida focused on keeping prices low 

to the extent that it has forgotten why prices exist in the first place—prices allocate scarce resources. 

Instead of transferring risk through the price system to investors and reinsurers worldwide, the state has 

undermined markets and destroyed any profit incentive to supply risk capital to the state.

39	� Florida HB 1A (2007). What is interesting is that the vote for this intervention was so lopsided.  In the Florida House it was 116-2 in favor while it was 
40-0 in the Senate. See http://www.myfloridahouse.gov/Sections/Bills/billsdetail.aspx?BillId=34571&BillNumber=&SessionId=56. 

40	Florida HB 1171 (2009).

Price increases would be 
strictly prior approval, and 
the Office of Insurance 
Regulation would be the final 
arbiter of insurance rates. 
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1.	 1992 Hurricane Andrew
2.	 8 Insurance company failures (mostly small single-state companies)
3.	 Department of Insurance Regulation (DOIR) restriction on policy non-renewals to 5% or less.
4.	 The 1993 Florida Hurricane Cat Fund was organized to provide reinsurance to Florida writers 

of homeowners insurance.
5.	 Mid-late 1990s Single State Subsidiaries enter Florida from National Companies
6.	 1993-1997 Florida DOIR strictly regulates prices
7.	 Industry drops customers—many going to state pools.
8.	 The legislature attempts to depopulate state pools by giving bonuses to start-up companies, 

one of which is POE.
9.	 Merge of various state plans into Citizens Property Insurance Company in 2005.
10.	 2005. State OIR (2005) says we’ve done a good job of managing all of this. However, 20% of 

the market was in state plans
11.	 In 2004-2005, fur major hurricanes impacted the state. Prices are still regulated, but because 

there have been few major hurricanes in recent memory, there were no price pressures prior to 
2005.

12.	 2005 Five insurance companies failed after four hurricanes, including POE, which was the 
largest private insurer.

13.	 Price increases presented to OIR, which were initially rejected but eventually put in place.
14.	 New legislation setting up Florida Hurricane Cat Fund to provide reinsurance to risks in Florida. 

State believed international reinsurance market was overcharging for Florida risks. Ironically, 
Florida has to buy from international market because it cannot cover all states reinsurance 
risks.

15.	 Citizens can offer insurance but at 10 percent higher than other bids.
16.	 2007, Florida built its own Cat model, which provides rates higher than private market models.
17.	 2007 Legislation—Citizens can compete with private market firms at below market rates. 

Citizen rate rollback of 10 percent. OIR gets final authority over rate increases which it lacked 
previously.

18.	 2007 Legislation provides bonuses for depopulating Citizens. 29 new companies start-up in 
since 2007

19.	 2007 A sixth hurricane-related assessment put on Florida P& C premiums  at a total of 
approximately 8.47 percent on most property-casualty insurance

20.	 2009 State Farm (2d largest insurer behind Citizens) announces a pullout of Florida after being 
denied 47 percent rate increase

21.	 In 2009, the governor vetoed Legislation to allow greater pricing flexibility for private market 
insurers. Legislation was also enacted requiring Citizens to raise rates 10 percent each year for 
the next five years to get closer to actuarially adequate prices.

Box 1. Abridged Timeline of Florida Homeowners Insurance Regulation
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CASE STUDY 2: NEW JERSEY’S AUTO INSURANCE MARKET 

New Jersey had a difficult time with its insurance market. Its prices were among the highest 

nationwide in the late 1980s. In part, this is due to its largely urbanized environment. However, 

rapid price changes in the 1980s created a political dynamic that had not existed before. 

New Jersey was concerned about providing insurance to drivers at reasonable prices. When 

insurance became mandatory, a provision was made to cover those high-risk drivers who 

would otherwise not be able to afford auto insurance. This had the unfortunate problem of 

making things worse if no checks were put in place at the beginning which would make high-

risk drivers sensitive to the risks they place on the insurance system. Divorcing prices from risk 

creates increased losses, causing markets to fail.

Box 2. Abridged New Jersey Regulatory Timeline

1.	 New Jersey is a compulsory insurance state, which began in the 1970s with a tort system. 
2.	 1972 Elective No-Fault Introduced (unlimited PIP benefits and low monetary threshold)
3.	 1983 Set up Joint Underwriting Association (JUA) and set caps on rates
4.	 1988 Excess Profits Law causes a problem when losses are abnormally low one year, set up flex 

rating, created a verbal threshold for no-fault, 
5.	 1990 The JUA ran up a deficit of $3 billion, and then the state switched to a state-run “market 

transition facility,” which managed to accumulate a deficit of $1 billion in two years.
6.	 In the 1990s, large suppliers withdrew from the market.
7.	 1997 Tier Rating Put into Place
8.	 1998 Insurance Reforms. 15 % rate reduction, Verbal Threshold for No -Fault, Fraud  

reduction, new rating territories, lower mandatory limits,
9.	 2001 State Farm and AIG announce withdrawals from NJ Market 
10.	 By 2003, 25 Carriers had left the state 
11.	 Auto Insurance Reform 2003 removed the take-all-comers requirement, expanded the flex rating 

to 7 percent, and introduced more straightforward exit requirements. 
12.	 2003 Mercury entered the market and was the first entrant in 7 years. State Farm announces 

suspension of its program to leave the market.
13.	 Insures announce rate cuts. Lipka (2003)
Source: Worral (2002) unless otherwise noted.

Box 2 contains a stylized timeline of significant New Jersey auto insurance regulatory events. This 1980s 

price shock resulted in political coalitions forming to obtain price regulation (and profit restrictions). 

Secondly, New Jersey saw explosive growth in the Joint Underwriting Authority (JUA, the state-run 

high-risk pool or insurer of last resort) and firms exiting from the New Jersey auto insurance market.
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FIGURE 29 New Jersey Loss Ratio

Figure 29 shows the New Jersey and U.S. loss ratio over time, and Figure 30 shows the average 

expenditure on auto insurance for New Jersey compared to the U.S. average. While the New Jersey loss 

ratio is above the U.S. ratio over this period, implying lower “prices,” it is misleading to think the market 

was healthy for consumers or producers. Losses were high in New Jersey due to the residual market size 

in the 1980s and early 1990s. 

Figure 30 shows that the average expenditures were above the U.S. average over the entire period, and 

for all but two years, New Jersey had the highest expenditures in the nation.41 This is due to the effect of 

low prices for high-risk drivers on the JUA residual market and the eventual residual market’s deficits. 

Figure 31 shows that the residual market was quite large (up to the early 1990s) when the state closed 

the JUA and set up a state-run Market Transition Facility (MTF). The MTF was supposed to transfer 

high-risk policies back to the private market. Companies had to take the high-risk drivers but, at the 

same time, were not allowed to charge them market-based prices. While the MTF was operating, it ran 

significant deficits, and the private market insurers, taxpayers, and auto insurance consumers had to pay 

for these deficits, too. This, in turn, caused insurers to leave the market. With the removal of the MTF, 

the number of cars in the residual market declined over time.

 

Source: NAIC State Page Various Years.

41	� Massachusetts followed New Jersey in most years. For the three years that New Jersey was not the leader in auto expenditures, Massachusetts had 
the highest expenditures. Also, two of the three years where NJ was no longer the highest were the last two years of data suggesting that the market 
reforms have some effects. See the n Auto Insurance Database Report (National Assn of Insurance Commissioners, various years), (various years).
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Figure 30 New Jersey Annual Premiums New Jersey Average Annual Premium 

(Liability + Physical Damage)

Source: NAIC, Auto Insurance Database.

Source: AIPSO, Facts various years.

FIGURE 31 Residual Market in New Jersey
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The problem was that insurers could not charge risk-based prices, which reduced their incentives to sell 

in New Jersey.

Significant exits occurred in the state during the 1990s (Figure 32). Most years, the number of exits 

exceeded the number of entrants. However, after the reforms in 2003, we saw a steady increase in 

the number of firms in the market. Former Banking and Insurance Director Holly Bakke stated that 

she believed the new entrants were due to the reforms (NJDBI, 2004). One of the reforms transferred 

the deficit from the residual market to the NJ Guaranty Fund, which stopped the deficit’s growth in 

conjunction with rate relief. Second, was a provision for dividends (or rebates) that allowed insurers to 

set prices based on their perceived loss experience. If the insurer had better-than-expected results, it 

could rebate the savings to the insured. The dividend program worked because the companies trusted 

the system, encouraging the market. (Barrett, 2004, quoting Commissioner Bakke). In addition to the 

entry of national insurers, others dropping customers in preparation for leaving the state changed plans 

and affirmatively marketed to new customers. Figure 33 shows the number of new insurers (writing 

more than $25,000), which provides evidence of a stabilizing market. Further, insurers voluntarily 

lowered prices (NJDBI, 2004).

FIGURE 32 Number of Homeowners Insurers Over Time

Source: NAIC State Page Various Years.
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FIGURE 33 �Number of Firms In New Jersey with More than $25,000 in Direct Premium Earned, 
1985-2014

Source: NAIC State Page Various Years.

Source: NAIC State Page Various Years.

Figure 34 shows that the new firms contributed to the New Jersey market, showing those insurers that 

entered in 2003, 2004, and 2005. It then follows these insurers over the period 2002-2014. By 2009, 

these entrants had almost 29 percent of the New Jersey Market. This is a significant change in the make-

up of firms in the market.42

FIGURE 34 �Cumulative Market Share of Entrants and Number of Companies  
Entering after the 2003 Reform 

42	� By 2014 their market share had fallen to about 20 percent, but this does not control for mergers and acquisitions that have occurred over time.
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Two years after the reform was adopted, 64 percent of auto policyholders received premium reductions 

(NJDBI, 2005). By 2006, Esurance, Mercury, Progressive, AMEX, Progressive, Unitrin, GEICO, and 21st 

Century had entered the market, and others such as State Farm, Allstate, and AIG had expanded their 

market presence by employing agents and claims processors. (NJDBI, 2006). By 2007, approximately 

75 percent of New Jersey drivers had lower premiums, and advertising for new customers, something 

not seen in the past, increased (Cornejo, 2012 and Hemenway, 2007) New Jersey still has high loss costs 

relative to other states due to its urban nature and high density of autos. Thus, New Jersey will likely 

have high premiums as a result. However, the market is functioning to attract insurance capital when 

it was causing companies to exit before. More drivers are paying risk-based prices, a sign of healthy 

markets.

CASE STUDY 3: MASSACHUSETTS’ AUTO INSURANCE MARKET

Like New Jersey, Massachusetts has had a set of highly interventionist policies regulating insurance 

prices. Box 3 presents an abridged history of insurance regulation in Massachusetts. The State has 

significantly intervened in insurance markets since the advent of automobile insurance regulation (1927). 

In the early 1970s, Massachusetts was the first state to introduce no-fault insurance to keep the price of 

insurance relatively low. The idea behind no-fault was to reduce costly small claims litigation. However, 

due to an easily breached no-fault threshold and relatively generous insurance benefits, insurance costs 

increased dramatically. Massachusetts also introduced compulsory insurance laws and a mandatory 

offer rule that required insurers to take all comers. Massachusetts, interestingly, has a pro-competitive 

insurance pricing law. However, the same law also allows the insurance commissioner to make a finding 

that the market is insufficiently competitive, and the state could impose rates. Since 1977, the insurance 

regulator has found insufficient competition each year, thus setting the stage for continued regulated 

rates in Massachusetts.43 This changed in late 2007 when the insurance commission proposed a 

departure from the status quo and, for the first time, allowed firms to offer their own policy forms and 

prices (MADOI, 2009).

Because of the perfunctory yearly finding by the regulator that the market was not competitive, the 

state mandated rates for all carriers. The political solution kept rates artificially low for the higher-

risk drivers or those in higher-risk geographical (urban) areas. The resulting rate structure resulted in 

subsidized rates in two ways: from rural to urban areas and from low-risk drivers to high-risk drivers. 

Geographical rating territories were created, and rates were not allowed to reflect the higher costs of 

urban areas. The political coalition that arose protected both city dwellers and high-risk drivers from 

high rates. This cross-subsidy resulted in a residual market deficit, passed onto low-risk drivers in higher 

premiums.

Figure 35 shows the loss ratio from Massachusetts and the United States from 1985-2014.44 We see that 

the Massachusetts loss ratio is higher than the U.S. loss ratio about half the time. This is consistent with 

the literature in general; automobile price regulation does not necessarily mean lower insurance prices 

(Derrig, 1993).

43	� See Tennyson et al. (2002) for a history of the Massachusetts Automobile Insurance laws.

44	 Using data from 1980, Tennyson et al. show a similar story regarding pricing over time relative to the U.S. Market.
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Further, in high-loss states like New Jersey and Massachusetts, consumers pay high prices, too. In 

addition, this loss ratio does not show the distribution of losses and premiums between high and 

low-risk drivers. Thus, we cannot see the effects of subsidies that the low-risk drivers pay to high-risk 

drivers or those in rural areas pay to high-risk urban drivers. In an analysis of Massachusetts policies in 

2000, Tennyson et al. (2002) found that inexperienced and urban drivers received significant cross-

subsidies, which tended to come from commercial insurance consumers. Looking at the data on average 

automobile insurance expenditures provided by the NAIC, Massachusetts was almost always ranked 

as one of the most expensive states. A rapid growth in loss costs partly caused this. In turn, increased 

regulatory scrutiny kept premiums too low (Derrig, 1993). This put more drivers in the residual market 

and caused companies to leave.

Circle 1 in Figure 35 shows the result of the uptick in loss ratios due to the cost inflation shock. We also 

see that around the late 1980s, the number of insurers selling auto coverage in Massachusetts peaked. It 

bottomed out in 2006 before recovering after the 2007 reforms, as shown in Circle 2 in Figure 35.

 

FIGURE 35 Loss Ratio of U.S. and Massachusetts and the Number of Insurers

Massachusetts reacted to a price shock by lowering prices and imposing a de facto subsidy scheme. 

This scheme had longer-run effects as born by changes in the number of people in high-risk pools and 

fewer private market participants. Figure 36 shows the residual market in Massachusetts over time. 

While exploding in the late 1980s, the residual market gradually decreased, partly because the state 

pushed the high-risk drivers to the private market. However, even at the relatively low level of 5 percent 

in the mid-2000s, it is still high compared to a state like Illinois with competitively set prices. In Illinois, 

a competitive market that permits the insures to use and then file forms and rates, the residual market 

ranged from .02 percent to .23 percent, while Massachusetts residual markets ranged from 4.78 percent 

in 2006 to 72.73 percent in 1989. The effect of the strict rates is startling in comparison.

Source: NAIC, State Page Various Years.
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FIGURE 36 Residual Markets Population for Massachusetts and Illinois

Further, Massachusetts was becoming a state without a significant presence of national automobile 

insurance companies. Since 1990, Massachusetts’s number of auto insurers declined from 35 to 19 

(MADOI, 2009). The remaining companies were mostly “Massachusetts only” companies, many of which 

could sell insurance because the rates were regulated to their specifications, and there was no real 

competition. 

FIGURE 37 Importance of Massachusetts Companies

Source: AIPSO, Various Years.

Source: NAIC State Page Various Years.
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Figure 37 shows that the number of “Massachusetts only” domestic insurers decreased over time, but 

the 15 Massachusetts companies’ market share increased to about 70 percent in 2005. After the 2007 

reform, we see that by 2014, the Massachusetts domestic companies’ market share had fallen to about 

55 percent. This is also seen in Figure 38, which looks at the market share of the entrants who entered 

between 2007 and 2009. By 2009, the market share for the 19 entering companies was approximately 

15 percent, a significant change in the Massachusetts market.

In 2007, the Governor of Massachusetts formed a study group to examine the regulation of insurance 

markets. Among other things, the group recommended a more flexible rating and streamlining of the 

regulatory approval process (Office of Consumer Affairs and Business Regulation, 2007). The Insurance 

Commissioner set up a process by which the state could move to a more competitive environment. In 

essence, the insurance commissioner was looking at the law, which stated that the commissioner should 

decide each year regarding the market’s competitiveness. By permitting what was called managed 

competition, the commissioner was allowing insurers to set rates on their own policy forms. Thus, nine 

new firms entered the market, including GEICO and Progressive; the residual market continued to shrink, 

and prices fell on average by 8.2 percent. Further, consumers’ coverage levels have not decreased, and 

those who did change their coverage levels were twice as likely to increase coverage as decrease it 

(Massachusetts Division of Insurance (MADOI), 2009). 

While not yet a freely competitive market like 

Illinois, as the state is now classified as a prior 

approval state, the Massachusetts regulator has 

removed the “one size fits all” regulatory approach 

and allowed competition, which has lowered prices. 

The Massachusetts story confirms the folly of 

trying to keep prices low to hide the cost of risk 

to drivers. All this does is to make losses worse. In 

fact, a state like New Jersey has a high accident 

frequency. This will keep prices relatively high (compared to other states) as densely populated urban 

areas are more likely to experience auto accidents. A second piece of evidence of the relative health of 

the Massachusetts market is that the number of people in the residual market fell from 198,644 in 2016 

to 62,401 in 2014. Traditionally, as the market becomes healthier, more customers can obtain insurance 

in the voluntary market. This is exactly what we saw in Massachusetts.

... the Massachusetts regulator 
has removed the “one size fits all” 
regulatory approach and allowed 
competition, which has lowered 
prices. The Massachusetts story 
confirms the folly of trying to keep 
prices low to hide the cost of risk 
to drivers.
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1.	 In 1927, Massachusetts introduces state-administered auto insurance prices because of the 
mandatory nature of auto insurance. 

2.	 1970’s Massachusetts becomes the first state to mandate no-fault auto insurance.
3.	 1977 Move to competitive based rates.
4.	 1977 competitive based rates deemed failure and return to administered rates.
5.	 1980’s Nationwide cost shocks to medical care and auto repair. No good driver discounts, 

‘wrong” coverage levels, no-fault threshold that was too low given inflation since 1970. 
6.	 1987 Industry claims loss of $840 million since 1978 in auto markets. 
7.	 1987 Companies exit market (including nationwide companies like State Farm and Aetna).
8.	 1987 Auto insurance reform focusing on assigned risk pool and rates. 
9.	 Assigned risk pool had over 50 percent of states drivers. Insurers were worried about having 

to pay deficits from high-risk drivers. Some started to leave to avoid assessments.
10.	 1988 Massachusetts motorists file claims at rates twice that of either New York or 

Connecticut.
11.	 In the 1990s, the Focus was on fighting fraud. With nationwide downward claims occurring in 

Massachusetts, price increases were moderated. However, Massachusetts still had rates in 
the top 2 nationwide.

12.	 2000 Subsidies in pricing were being paid by low-risk rural drivers and commercial 
companies to the benefit of urban areas.

13.	 2000 Number of Groups Represented in the Auto market is 20, down from 70 in 1992.
14.	 2005 Protectionist state companies fight reform due to fears of competition from larger 

national companies. 
15.	 In 2007, the Insurance Commissioner moved to a managed competition environment. A new 

entry occurred almost overnight with the addition of Progressive and GEICO.

Source Tennyson et al. (2002) 

Box 3. Abridged Timeline for Massachusetts Auto Insurance Regulation

FIGURE 38 �Massachusetts Immediate Post-Reform Entry  
Cumulative Market Shares after Reform for those Insures Entering 2007-2009

Source: NAIC State Page Various Years.
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CASE STUDY 4: SOUTH CAROLINA’S AUTO INSURANCE MARKET 

South Carolina had strict price regulation before the cost inflation of the late 1980s. Like other states 

that experienced this inflation, prices were under increased scrutiny. South Carolina was a strict prior 

approval state, and (Grace et al., 2002) report that by many objective standards, South Carolina was 

one of the most restrictive pricing regimes in the nation. Rates were politically salient, and regulators 

responded by keeping prices below what insurers believed were adequate for long-run profitability. 

Like other states, South Carolina requires drivers to have auto insurance. It created a facility to provide 

coverage for high-risk drivers. However, this assigned risk facility was deficit-ridden from the beginning. 

The deficit was financed by a “recoupment fee” paid by the drivers in the low-risk voluntary market 

(South Carolina Legislative Audit Council, 1997). In 1988 the recoupment fee was listed separately on 

the insurance bill, and this allowed consumers to see the exact effect on their insurance premium for the 

high-risk drivers in the state ((Harrington & Pritchett, 1990). 

Figure 39 shows the South Carolina loss ratio over time compared to the U.S. loss ratio. There is a tell-

tale increase in the loss ratio right before 1990 (Circle 1 in Figure 39). From 1992 to 1999, the South 

Carolina loss ratio was above the U.S. loss ratio, but after 2000, it tended to match the national average. 

Again, this use of the loss ratio to discuss prices is suspect when significant subsidies go from low-risk 

to high-risk customers. What is more important is how the residual market behaves. As shown in Figure 

40, the percentage of drivers in the residual market was quite high during the 1990s and falls to zero 

after the introduction of insurance reform in the state. 

1.	 SC was a prior approval state.
2.	 SC, over time, allowed deviations from uniform bureau rates.
3.	 1974 State makes auto insurance compulsory.
4.	 1975 legislation mandated compulsory insurance, mandatory coverage by auto insurers, 

establishment of a reinsurance facility, mandated a uniform risk rating plan,
5.	 1975-1987 growth of the residual market,
6.	 1987 recoupment fee charged to policyholders to cover residual market (JUA).
7.	 The 1988 recoupment fee is listed separately on the insurance bill.
8.	 The 1997 legislation, which took effect in 1999, allows flex rating, eases underwriting 

restrictions, depopulates the JUA, and phases out the subsidy to the JUA

Source: Grace, Klein and Phillips (2002).

Box 4. Abridged History of South Carolina Auto Insurance Regulation

In 1997 the state enacted insurance market reforms that took effect in 1999 (Circle 2 in Figure 39). 

Essentially, the state would permit flex rating (no prior approval needed for rate changes less than 7 

percent), and insurers would also be allowed greater freedom in geographic underwriting. Thus, new 

writers came to South Carolina. Figure 39 also shows the number of insurers writing in South Carolina 

over time. The number of firms was declining even at the beginning of the period. However, the 1997 

reform significantly affected the number of firms writing auto insurance more than doubled just after 

the effective date of the reform (1999). In addition, as shown in Figure 40, the residual market has fallen 

to zero, eliminating the need to pay to cross-subsidize high-risk drivers.
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FIGURE 39 Loss Ratio over Time, Number of Insurers in South Carolina and USA, 1985-2014

 

Source: NAIC, State Page Various Years.

Source: NAIC, State Page Various Years.

FIGURE 40 South Carolina Residual Market
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FIGURE 41 Cumulative Market Shares and Entrants

Source: NAIC, State Page Various Years.

Figure 41 shows how important the new entrants were. Each entrant from 2000-2004 is followed over 

time. Forty new companies came in by 2004, and these forty companies represented almost 18 percent 

of the South Carolina market in 2004. Even after some consolidations, these same companies in 2014 

represent some 14 percent of the market. This is a major change in the make-up of the market pre- and 

post-reform.

The overall market has stabilized since 1999, when the reforms took place. According to the NAIC’s 

Annual Auto Insurance Expenditure Survey, the state ranked 24th in 2006 for average auto insurance 

expenditures, up from 26th in the previous year. 

One thing to remember while considering each state is that they are very different. While not as urban 

as New Jersey or Massachusetts, which leads to high-frequency events, South Carolina suffers from high 

loss severity from highway fatalities. For example, at the start of the reform in 2000, there were 1,065 

auto fatalities in South Carolina. This compares to 433 in Massachusetts and 731 in New Jersey. By 2015, 

each state had seen a decrease in fatalities, with South Carolina at 977, Massachusetts at 306, and New 

Jersey at 562 (NHSTA, FARS 2016). However, South Carolina still has significantly higher losses than 

these other states regarding traffic deaths. This is shown in Figure 42.
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Source: NHTSA, FARS Various Years.

FIGURE 42 Traffic Fatalities for South Carolina, Massachusetts, and New Jersey.

Given their respective 2015 populations, this comes to 200 deaths per million residents in South 

Carolina compared to 45 deaths per million in Massachusetts and 62 deaths per million in New Jersey. 

Thus, South Carolina’s costs result from state-specific factors, and placing the cost of risk on those likely 

to be high-risk drivers will encourage better long-run accident-avoidance behavior.

The story in the other case studies was that increases in loss costs caused auto insurance prices to 

increase, which became important for voters. What is interesting about South Carolina is that premiums 

for low-risk drivers became politically salient when the “recoupment fee” or subsidy to the high-risk 

drivers was made explicit on the consumer’s automobile insurance bill. In Massachusetts, the political 

collation of urban and high-risk drivers was enough to overcome the political power of low-risk and rural 

drivers. However, in South Carolina, since the low-risk drivers had more political influence (in absolute 

numbers) than the high-risk drivers, the subsidy scheme could not stand.

CASE STUDY 5: CALIFORNIA’S AUTO INSURANCE MARKET

In 1988, California also suffered an auto insurance price shock. Rates were increasing predominantly in 

urban areas. In 1987, California had the country’s third-highest average auto insurance premiums. With 

Massachusetts and New Jersey (the number 1 and number 2 states for average expenditures on auto 

insurance), California seemed to desire to do something about the rising price of auto insurance. 

While the crisis was not unique to California, it did adopt a unique solution. A ballot initiative, 

Proposition 103, was adopted that made significant changes to the law in California. These changes had 

significant effects on the California insurance market. First, Proposition 103 mandated a 20 percent rate 

rollback of auto insurance premiums. (See Sugarman (1990) for a history of Proposition 103 and the 

state political and legal dynamics surrounding the enactment of the proposition.)

Second, it required reviewing and approving insurance rates before their use. In contrast, the previous 

“use and file” approach was more permissive. Substantial price increases also required a public hearing.
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Third, risk classification rules changed. Most states permit risk classifications to be based on rating 

characteristics related to risk in an actuarially credible way. The Proposition reduced the permissible 

risk categories and mandated that driving record, the number of miles driven, and years of driving 

experience be the most important categories. In addition, the Insurance Commissioner could approve 

additional factors, but they had to be accorded lesser importance than the first three factors. 

This new rating plan left out age, gender, the location of where the car was housed, the size of previous 

auto accidents, and marriage status. Thus, a young male (with two years of driving experience) who 

lives in an urban area would be treated the same as a young female in a rural area. In addition, to 

address the problem of good drivers in inner city areas, all insurers had to take any driver and provide 

them with a good driver discount if they qualified. This was true even if they were not a previous 

customer. The Proposition was designed to prohibit insureds from being dropped for living in high-risk 

areas, who might otherwise present as good drivers. This is significant as where a car is driven, even 

by a good driver, can impact the risk of loss. High-density urban areas, for example, are likely to have 

different loss experiences than low-density rural areas.

Fourth, Proposition 103 mandated that the California Insurance Commissioner become an elected 

position, directly responsible to the voters every four years.

The California Supreme Court struck down the 20 percent rate rollback because it was arbitrary and 

capricious. Regulated companies can make a profit, and the rollback, if applied universally, could cause 

some companies to lose money. This is a violation of both the California and Constitutions. However, the 

Insurance Department can review rates prospectively to see if they are proper.

Consumer advocates claim that California’s system has been successful and should be exported to the 

entire country (Hunter, 2001). Some early academic studies have found that the California approach 

has had relatively benign effects (Jaffe and Russell, 2002). However, much evidence exists that price 

regulation across the country has had little real benefit. As mentioned above, there is no statistical 

difference in loss ratios between states with strict pricing regulations and those without. So why is 

California different? One would think that loss ratios would be higher (implying lower profit margins) if 

prior approval regulation could influence company behavior. However, while it does not appear (at least 

superficially) to influence premiums and losses, regulation is expensive as firms must comply with the 

approval process. At the same time, the consumers appear not to receive any corresponding benefit in 

terms of “lower prices” as measured by the loss ratio. 

We can look at California’s performance in three 

ways. First, recall Figure 24 above, which compares 

the Prior Approval States with the less restrictive 

states. There is little difference between loss ratios 

over time, which has been found using recent data 

and data from the 1970s (Harrington, 2002). We 

can also look at California relative to the other 

Prior Approval States. In Figure 43, the loss ratio 

for California is compared with other states with prior approval. California’s loss ratio, except during 

the crises years of 1985-1990 is always lower than the other prior approval states—implying that losses 

per dollar of premium are lower than in other regulated states. One would expect that if regulation was 

adequate and that California was better than other states, the loss ratio should be at least no different 

or higher than other states that regulate. We see the opposite. California has a lower loss ratio since 

Proposition 103. 

 

California’s loss ratio, except 
during the crises years of 1985-
1990 is always lower than the other 
prior approval states—implying 
that losses per dollar of premium 
are lower than in other regulated 
states. 
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FIGURE 43 California compared to other Prior Approval States

FIGURE 44 California compared to the open competition state, Illinois.

Source: NAIC, State Page Various Years.

Source: NAIC, State Page Various Years.
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If we look at California’s loss ratio, it was relatively high before the introduction of Proposition 103. 

This implies that more of the premium dollar was returned to the insured on average. However, after 

the introduction of Proposition 103, the loss ratio declined. The California Loss Ratio is lower than the 

other Prior Approval States (as well as the non-Prior Approval States). Using this measure, it appears 

the insurance industry is better off under Proposition 103 than before its enactment. In Figure 45, 

we examine California’s loss ratio with that of Illinois and see that compared to the most competitive 

market state, California’s loss ratio (except for the crisis years 1985-1990) is lower in most other years. 

One would expect the opposite if regulation was having an effect. What makes this very interesting is 

that Illinois has the most competitive rating law in the country. That is, insurers can use any rate they 

wish. The rate can be set freely and is not subject to any prior approval regulation. Thus, compared to 

the most competitive market in the United States in terms of regulatory practice, we see that California 

has lower loss ratios (more favorable to the insurer) in almost every year.

In the other states, reform (if we count Proposition 103 as a reform) induced companies to enter the 

market. We did see some entry in California, but not in South Carolina, Massachusetts, or New Jersey. 

Figure 45 shows that after Proposition 103, insurers who entered between 1989 and 1993 accounted for 

approximately 2 percent of the market’s premiums by 1995.

FIGURE 45 Cumulative Market Shares after Reform for those Insurers Entering 1989-1992

Source: NAIC, State Page Various Years.

Between 1989 and 1992, about 25 companies left the California auto market on average each year. These 

companies’ total market share in each year amounted to about one-half percent of the market. This is 

not a large premium volume, and the entrants from this time essentially replaced those firms that had 

exited. Thus, Proposition 103 did not change the structure of the market. The proponents of Proposition 

103 likely never thought that this would be a goal as they were likely focused solely on price reductions.

The Consumer Federation of America also believes that California-style regulation should be brought to 

the rest of the country because it claims a significant amount of money has been saved over the past 

25 years. (Hunter, 2001) and (Hunter et al., 2013)The CFA shows that from 1989 to 2010, California had 

the lowest premium change in the U.S. This fact is interesting because it ignores the path of prices and 

profits over the past two decades by only focusing on the two endpoints.
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Figure 47 shows the expenditure pattern for the average auto premium over time for states discussed in 

this report. While California had the third-highest premiums in the late 1980s, the pressure on premiums 

diminished. In 2013, California’s premiums were ranked 23rd in the nation regarding average expenditure. 

Illinois was 28th, South Carolina was 19th, Massachusetts was 10th, and New Jersey was still number 1. 

Figure 47 shows that California’s premiums have moderated, but from 1990 to 1997, California had 

relatively high average premiums. A very important question to ask is “Why is regulation working well 

now, but not then?” One would think that regulation would have worked equally well in both periods.

Regulation imposes costs on drivers in California. If California regulation was effective, profitability 

would be no better than that of Illinois over this time. In Figure 47, Circle 1 shows the period where there 

was inflation affecting auto insurance markets; Illinois markets were more profitable than California’s. 

Then Proposition 103 went into effect, and the story changed. Figure 47, circle 2, highlights the years 

right after Proposition 103. It appears that California auto insurers were more profitable than Illinois 

auto insurers. One would expect that regulation would dampen profits if it was effective. Looking at this 

chart, Illinois consumers received more benefits from competition than California consumers. Even when 

the profits of the two state markets were more similar (after Circle 3), the regulatory expenses were 

borne by consumers in California but not in Illinois. Figure 47 shows a similar story for the U.S. market as 

a whole, except that after 2000, California profits were higher than the U.S. market average profits. This 

evidence suggests that regulation did not have the effect its proponents would have expected. 

FIGURE 46 California’s Average Expenditures compared to other states, 1984-2013.

Source: NAIC, Auto Insurance Database Report, Various Years.
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FIGURE 47 Profits on Auto Insurance for California and Illinois.

Source: NAIC, Report on Profitability, Various Years.

Source: NAIC, Report on Profitability, Various Years.

FIGURE 48 Profits on Auto Insurance for California and USA

Some possible reasons for this behavior have been proposed. California experienced a reduction in losses after 

1990. The reduction in losses came about from potentially two primary sources: one from significant changes in 

the legal environment, according to Appel (2001). About the time of Proposition 103’s enactment, the California 

Supreme Court held that third parties could not sue insurers for bad faith in claims settlements.45 This ruling 

would have a reduction effect on loss costs. (See also Jaffee and Russel, 2002 and Appel, (2004)). There were 

also significant increases in seatbelt and DUI enforcement (Appel, 2001). Second, the California legislature 

increased penalties for insurance fraud, and the voters approved Proposition 213, which prohibited drunk drivers 

and uninsured motorists from receiving non-economic damages resulting from auto injuries. This proposition 

also raised the penalty for uninsured driving (Appel, 2004). Each of these changes in the legal environment has 

a contributory beneficial effect on a decrease in losses. 

45	 Moradi-Shalal v. Fireman’s Fund, 46 Cal.3d 287 (1988).
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In addition, California had a real decrease in loss costs that differed from the rest of the country in 

another dimension. Highway fatality rates decreased faster in California than in other states. California 

went from over 12 percent of the total US traffic fatalities to just over 8 percent in a very short period. 

This translates into reduced loss costs and can be seen in several different ways. Figure 49 shows the 

percentage of deaths due to traffic fatalities in California, Massachusetts, Illinois, New Jersey, South 

Carolina and Texas as a percentage of total traffic fatalities nationwide. (Texas is used as a contrast here 

to show the effects of a big state.) In Figure 49, circle 1 shows the start of the period with California’s 

traffic fatalities relatively constant. After 1990, the state’s fatality rate started to fall dramatically 

compared to the rest of the country, bottoming out around 1997 where circle 2 indicates. If we look at 

the loss ratio and average expenditure figures (above), this is where we see rising premiums (relative 

to other states) and lower loss ratios. Again, this is not what we would expect to see if such enhanced 

regulation was effective. We would expect to see rates falling as losses fall.

FIGURE 49 Relative Auto Fatalities, 1985-2015.

Source: NHTSA, FARS, Various Years.
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FIGURE 50 Real Losses Per Licensed Driver (1982=100)

Source: Fred (CPI), NAIC State Page, NHTSA.

Source: Fred (CPI), NAIC State Page, NHTSA.

FIGURE 51 Real Premiums per Licensed Driver (1982=100)

Figure 51 shows losses per licensed driver over time. At the beginning of the period, losses increase. 

When Proposition 103 is enacted, and the legal and loss environment changed, premiums start to fall. 

It is important to note that this has nothing to do with the enactment of the Proposition itself. By 1995, 

losses per licensed driver fell in line with the rest of the country. Similarly, Figure 52 shows premiums 

per licensed driver over time. Note that premiums per licensed driver were above the U.S. average after 

the enactment of Proposition 103 and are the same or greater than the U.S. average over the rest of the 

period.
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So, since Proposition 103 was passed, we see

1.	 California loss ratios are not lower than in competitive market states;.

2.	 California profits are not lower (especially at the very beginning of the post-reform period); 

3.	 California average prices are not lower, and

4.	 Yet, California’s losses fell faster than the nation’s at the beginning of this post-reform period.

This final point should have resulted in savings to consumers. One could ask, why not?

A leading explanation for why California experienced higher prices and higher than average profits even 

though the auto insurance market was regulated under Proposition 103 is regulatory lag. Since rate 

requests are expensive, insurers will be careful in asking for rate decreases if they are still determining 

the future. This is especially true if they are fearful of a political environment — that, while favorable 

to rate decreases — is resistant to rate increases.46 The California market differs from other markets 

because the rate-setting process allows for a public intervenor. Firms have been set up to participate 

in the interventions and collect fees that can be in the millions each year.47 These fees are then passed 

on to the insured. In 2016, intervenors could and did collect bounties even for insurer-initiated rate 

decreases.

The California Department of Insurance promotes on its website the value of third-party intervenors and 

how much the intervenor system and California regulators have saved the California insurance-buying 

public.48 The problem with this analysis by the California Department is that rate seeking and rate 

setting are a part of a sophisticated regulatory, economic game. Insurers know what they would need 

for rates and what is politically appealing to the regulator. In most states, this is a two-party settlement 

game. In California, however, insurers know they may have a third-party intervenor who can collect 

a “bounty” if the third party contributes meaningfully to the rate settlement process. Sophisticated 

insurers interested in speeding up the process may provide something in the rate filing that the 

intervenor can use to advertise its usefulness to consumers, and eventually, the insurer will get to set its 

rates. If there is nothing for the intervenor to find, the intervenor may drag the proceeding even longer. 

This is a tax on the rate-setting process that only leads to delay and possibly higher expenses. One may 

ask why the Insurance Department needs an intervenor as it appears to permit third parties to set rates. 

This process, according to the think tank R Street (2015), is much more cumbersome than in other states 

and leads to long delays in rate filing resolution. So, if insurers are nervous about asking for rate changes 

for political reasons and are concerned about delays, rates tend not to change often. This keeps prices 

higher than they would normally be in a competitive environment.

To provide an idea of how much the higher prices have cost California consumers since Proposition 

103 was enacted, one could look at the difference between the Illinois average expenditure on auto 

insurance calculated by the NAIC and compare that to the California average expenditure. Figure 52 

shows that the cumulative excess premiums paid per licensed driver from 1990-2013 in dollars the year 

they were incurred are nearly $66 billion.49

46	� An industry observer also made this point Sullivan, Brian. “What Doesn’t Work: CFA is wrong; Prop 103 has been a disaster.” The Auto Insurance Report. 
Dec. 2013. https://pifc.org/wp-content/uploads/2020/08/AIR-Prop-103-reprint.pdf, viewed December 31, 2024. This was cited in a study by R. Street, 
The Troublesome Legacy of Proposition 103. Policy Study No. 42, October 2015, viewed December 31, 2024.

47	� See, e.g., Informational Report on the CDI Intervenor Program, Intervenor Compensation by Year,  
http://www.insurance.ca.gov/01-consumers/150-other-prog/01-intervenor/report-on-intervenor-program.cfm (viewed December 31, 2024).

48	� See Information Sheet: Proposition 103 Intervenor Process, http://www.insurance.ca.gov/01-consumers/150-other-prog/01-intervenor/info.cfm. 
Viewed December 31, 2024. In addition, the boilerplate on the Department’s press releases states, “Insurers collect $288 billion in premiums annually in 
California. Since 2011 the California Department of Insurance received more than 1 million calls from consumers and helped recover over $394 million in 
claims and premiums.” That is about $77 million per year in consumer recoveries --which amounts to approximately 0.03% of annual premiums collected 
by insurers.” See e.g., New Consumer protection regulation’s issued for auto collision repair claims, December 1, 2016,  
https://web.archive.org/web/20161221143405/https://www.insurance.ca.gov/0400-news/0100-press-releases/2016/release138-16.cfm .  
(viewed December 31, 2024).

49	� This figure is calculated on a nominal basis as (California Average Expenditure - Illinois Average Expenditure) multiplied by the number of licensed 
drivers in the state for each year. The average expenditures on auto insurance come from the NAIC’s Auto Database Report (various years). The number 
of licensed drivers in California is obtained from the National Highway Traffic Safety Administration’s Traffic Safety Facts (various years).
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FIGURE 52 Excess Premiums over Time since Prop103 was enacted.

Source: NAIC Auto Insurance Database and NHTSA. Values shown in 1982 $ Billions.

The problem with this $66 billion figure is that it is in nominal dollars. So, if one accounts for inflation 

and uses current price levels (as of November 2024), this amount is nearly $96 billion. Consumers who 

paid insurance over this period paid nearly $4,200 more insurance on average than the average person 

in Illinois in current dollars. On a per-year basis, this is about $182 more than the Illinois premium. This 

tax on drivers in California can be attributed to Prop 103 regulation.

As Californians pay more on average for auto policies than residents of Illinois, the direct costs of 

regulation are also illustrative. According to the NAIC’s Resources Report (2016), California accounted 

for approximately 12.5 percent of all insurance regulatory employees in the United States. This is 

approximately the same as the share of the total U.S. population living in California. Table 4 provides 

some additional facts about the state relative to other important states. 

First, the table shows that California has the largest regulatory budget in absolute terms in the US. The 

next largest budget is in New York. Illinois, in contrast, has the fifth largest budget. Second, on a per 

capita basis, California is above average in terms of regulatory expenditures and $1.14 more expensive 

than Illinois, which provides no regulatory oversight of automobile insurance rates. 

One might argue that California has more regulatory activity to oversee than other states and that 

is why its budget is higher. Table 4, however, shows that California has a below-average number of 

domestic property and casualty insurers, whereas Illinois has an above-average number. California has 

fewer insurers than Illinois to regulate in every category. For the sake of argument, if one argues that 

California is a higher quality regulator than other states, these numbers do not fully capture the benefits 

of regulation to the state’s consumers. However, suppose one looks at the cost of regulation per capita 

and that the average premium is higher in California than in Illinois. In that case, one needs to believe 

that paying higher average prices and higher direct regulatory costs benefits the consumers in the state. 

This argument is, of course, nonsensical.
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TABLE 4 Fiscal Information about Insurance Regualtion in Top 5 States, 2017

1.	 California experienced high insurance price inflation.

2.	 California passed Proposition 103 which mandated a 20 percent rate rollback in premiums (later 
declared unconstitutional)

3.	 Imposed prior approval which took effect in 1990 and was a change from previous law which was 
use and file.

4.	 Restricted rating classifications to driving record, the number of miles driven, and years of driving 
experience plus anything else the commission deemed important if it did not outweigh the other 
categories. 

5.	 Insurance commissioner became an elected position in California.

6.	 1990s California experiences good loss experience, taking pressure off rates. Premiums fall, but 
arguably slowly, relative to unregulated markets.

Source: Sugerman (1990) Source: Russell and Jaffe, 2001, Appel, 2001, and R Street, 2015

Box 5. An Abridged History of Californian’s Prop 103 and Aftermath

Source: NAIC, Resources Report (2016) various tables.

California, post-Prop 103, represents a case study of the effects of too much regulatory intervention. The 

rate-setting process, the incentives for intervenors, and the cost of regulation deny California consumers 

the benefits of open competition. California consumers could have experienced lower premiums after 

the inflationary shock of the late 1980s wore off if the regulatory environment allowed the competitive 

forces to act freely. This happened in the other states. In fact, during this period, the three states 

described in the other case studies above decided to deregulate to allow more competition. Consumers 

benefitted from that decision.
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CASE STUDY 6: CALIFORNIA CASE STUDY 2 (WILDFIRE) 

California has experienced a relatively large number of wildfires in recent years. Figure 53 shows several 

dimensions of this problem. Mean acres burned had a spike in 2020, but it was likely the Campfire fire 

in 2018 that made the issue salient to most people in California and in the rest of the country. According 

to Cal Fire, the state fire agency, the fire destroyed over 18,000 structures, damaged another 750 and 

killed 85 people, including firefighters.50 While the Campfire fire was likely the result of an electrical 

spark from the PG&E distribution grid, there is an increasing number of arsons, and the mean number of 

fires, from whatever cause, is increasing over time.

FIGURE 53 Multiple Dimensions of California’s Fire Problem.

50	� https://www.fire.ca.gov/incidents/2018/11/8/camp-fire/ (viewed October 10, 2024).

Source: California Department of Forestry and Fire Protection, Wildfire Activity Statistics.

The net result was that insurers started asking for rate increases after the increasing number of fires. 

Still, the California Department of Insurance, bound by Proposition 103, had to hold hearings for many of 

these requests. The delay in this process could likely result in the approval of rates that are much lower 

than requested or needed.

TABLE 5 Rate filing Statistics for Homeowners Lines in California, 2018 -2024

Average of 
days

Maximum  
Number of 

Days

Average 
Indicated Cost 

Increase

Average 
Implemented 
Rate Increase

Difference

2018 114 691 33.66 5.99 27.67
2019 152 710 51.02 8.11 42.91
2020 169 1186 33.20 8.90 24.30
2021 147 822 26.27 7.08 19.19
2022 161 663 25.06 13.25 11.81
2023 186 552 22.83 14.57 8.25
2024 81 181 17.06 14.26 2.80

Source: SPGMI, Insurance Product Filings		
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California has severe problems with its rating process. First, there are significant delays in approval or 

final rate determination. Table 5 shows that the average number of days of delay approached 6 months 

by 2023, and before 2023, the maximum time it took for approval ranged from 550 to 1,186 days. 

A second problem is that there is some evidence of rate suppression. For example, the indicated filings 

were much higher than what was eventually approved. To some extent, this is expected, as actuaries 

making these requirements are conservative. However, the difference between the indicated costs and 

the approved filings was 27.67 percent in 2018, which puts pressure on companies. 

A third problem with how California sets rates is that an insurer could only use historical data to 

calculate rates. However, wildfire risk is increasing, and historical data arguably do not help understand 

the risk being transferred from homeowners to insurers. Most states would permit a catastrophic risk 

model like a hurricane model, but developed for wildfire risk to help inform a determination of insurance 

rates, but California did not permit this innovation. It is interesting that California permits earthquake 

insurance firms to use an earthquake CAT model but, for some reason, does not permit it for fire risk. A 

cynical observer would believe it was a way of keeping prices lower. However, as we know, insurance is a 

voluntary business, and companies can leave the market.

Another issue is that California has a “hurdle rate request” (6.9 percent), which requires an 

administrative hearing. If a hearing is held, intervenors can participate, which causes delays in rate 

determination and likely results in lower rates. 

Finally, California did not permit reinsurance costs to be considered in rate filings. This squeezes 

responsible companies that need reinsurance to protect themselves and follow Risk-Based Capital 

requirements and other solvency oversight. Again, this may have been merely to keep prices low, not 

realizing that companies can choose to be in California.

Due to the delays or failure to obtain a satisfactory rate, several insurers announced they would 

no longer accept new business, and some decided to exit entirely from the homeowners market in 

California.51 This put pressure on the California FAIR plan. Like in the auto case studies above, the 

residual market increases when the insurers can no longer write profitable business. In 2019, the 

California FAIR Plan had just over $100 billion in coverage; on July 1, 2024, it had nearly $400 billion.52 

Over the same period, it went from about 160,000 policies to 420,000 policies in July 2024. Figure 54 

shows the growth graphically. The voluntary market had nearly flat growth over the period 2016-2022. 

The FAIR Plan’s growth rate spiked in 2019 after the Campfire fire and is still experiencing positive 

growth. In addition, there is a small surplus lines market of non-admitted carriers who write specialized, 

hard-to-place risks. The surplus line carriers also reduced their exposure in California by the end of the 

data period. Box 6 provides an abridge history of the recent regulatory responses.

51	� Chiglinsky, K. & Chen, E, (December 4, 2020). Many Californians Being Left Without Homeowners Insurance Due to Wildfire Risk. Insurance Journal., from 
https://www.insurancejournal.com/news/west/2020/12/04/592788.htm. (viewed on October 15,20204).

52	 California Fair Plan, https://www.cfpnet.com/key-statistics-data/ (viewed on 10/13/2024).
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Source: California Fair Plan.

The California Insurance Commissioner announced a new Sustainable Insurance Strategy in September 

2023. One change was the permitted use of wildfire Cat Models. Another was a streamlined rate filing 

request system with additional resources for rate review.53 The commissioners also announced new 

mandates requiring insurance to recognize mitigation efforts. Table 5 (p. 71) shows that the number 

of days it takes to reach a final decision has averaged 81 so far in 2024. In addition, the difference 

between indicated and implemented costs has decreased, suggesting that the rates are less likely to be 

inadequate.

California is correct to be worried about its residual market. The FAIR Plan has a large number of 

policies relative to what it had a few years ago, but it still is not the same size as some of the auto 

markets in the case studies above, nor does it come close to the 50 percent level seen in Florida in some 

years. 

While the Commissioner issued orders to fix the insurance market, the Commission is still bound by 

Proposition 103. This prior approval and the process behind it puts the insurance market at risk for 

increasing levels of cross-subsidization between those exposed to a fire risk and those who are not. 

53	� Commissioner Lara announces sustainable Insurance Strategy (9/21/2023).  
https://www.insurance.ca.gov/0400-news/0100-press-releases/2023/release051-2023.cfm (Viewed on September 20, 2024).

FIGURE 54 �Premium Growth Rates by Year for Voluntary, FAIR Plan and Surplus Lines Market  
in California
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CASE STUDY 7: FLORIDA LITIGATION CASE STUDY 2 

The second Florida case study looks at a more modern time. Florida homeowner rates started to 
increase again in the mid-2010s. While there were some storms, not all of the pricing pressure could be 
linked to hurricanes. As discussed above, the additional pressure due to litigation likely affected prices.

One of the major problems was due to the assignment of benefits (AOB) claims that turned into bad-
faith lawsuits. A typical story would be a homeowner has a loss, and a contractor tells the homeowner 
that if the homeowner assigns the claim to the contractor, the contractor will deal with the insurance 
company. At that point, the homeowner is no longer part of the claim as the contractor now negotiates 
with the insurer. Problems could result if the contractor believes the damages are higher than the insurer 
is willing to offer. As a result, there is a higher chance of litigation. The litigation can also become a bad 
faith claim if the contract convinces a jury that the insurer acted in bad faith. This was, unfortunately, 
easier to do in Florida. Traditionally, bad faith is an intentional tort that requires proof of an improper 
intent to deny a claim. In that setting, the insurer intentionally fails to deal with a client fairly. However, 
the Florida caselaw made it appear that it bad faith was based on a negligence standard. It is much 
easier to show that an insurer was unreasonable (negligence) in their actions than was intentional 
in their actions. As a result, Florida experienced increased litigation as lawyers successfully used the 
negligence standard to win cases against insurers.

The Florida legislature considered a bill in 2015 that would have prohibited the assignment of benefits to 
contracts, but it failed to pass.54 The state passed a bill in 2019 that regulated AOBs but did not prohibit 
them.55 The prohibition eventually came in 2022 with the passage of SB 2-A.56

Three other reforms of note occurred. SB 2-A also stated that a party no longer had a right to attorney 
fees from the defendant insurer if a party obtained a judgment against an insurer. Small judgments 
could generate relatively high attorney fees, but insurers would no longer incur this expense. The second 
reform of note was that the legislature specifically addressed the issue of negligence in bad faith cases, 
stating that bad faith was more than mere negligence. Thus, a claimant must prove the elements of bad 
faith rather than let a jury decide if an insurer’s actions were unreasonable. 

The effect on the Florida market is clear. Loss adjustment expenses, the costs of investigating, settling, 
and litigating claims, have increased in Florida relative to other states. Figure 55 compares Florida to the 
US average. As can be seen, the loss and expense ratio in 2014 was about the same between Florida and 
the US, but as time passed, Florida’s became much higher. 

1.	 2018 Wildfires become salient as a concern for property owners
2.	 2018 Request for Price increases
3.	 2020 Regulatory Delay and Frustration, Companies Leaving or no longer writing new coverage
4.	 2020 FAIR Plan start to see an increase in policies
5.	 2023 Governor Newsom supports insurance reform
6.	 2023 The Insurance Commissioner announces a Sustainable Insurance Strategy.
7.	 Rating can include Reinsurance costs, and insurers can use Cat Models
8.	 State mandates rebates for mitigation efforts
9.	 Price requests were approved more quickly.

BOX 6. Abridged Timeline of California Homeowners Insurance Regulation

54	� HB 669: Assignment of Post-loss Insurance Policy Benefits.

55	 HB 7065, An Act relating to insurance assignment agreements (2019). Fla. Stats. S 627.7152.

56	 SB 2-A, An act relating to property insurance (2022). Fla. Stats. S 215.5552.
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FIGURE 55 Range of Loss Adjustment Ratios by Year

Source: NAIC Annual Statement. Stage Page (various years).

Solid bar represents the interquartile range from the 25th to 75th percentile.
Black horizontal line in bar represents the median.

We next focus on the actual litigation. Table 6 shows the concentration of litigation in Florida from 2016-

2022. Florida, home to approximately 7 percent of the nation’s population, has nearly 15 percent of the 

homeowner insurance claims and 71 percent of the lawsuits involving homeowners’ insurance in 2022. 

Table 7 shows that the litigation is concentrated in two sets of counties in the state, accounting for 32 

percent of the policies in force in 2022 and 97 percent of all homeowners’ litigation. While concentrated 

in South Florida, these costs still need to be recouped by insurers. Further, if an insurer sells in a 

concentrated area, it will be over-exposed to this risk. One failed insurer, according to Milliman (2023), 

experienced approximately 3,500 litigated claims in 2021, an “exponential increase from around 200 

filed in 2016”.

TABLE 6 Relative Proportion of Homeowners Policies and Litigation in Florida, 2016-2022.

% US Homeowners 
Claims in FL

% of US Suits Involving 
Homeowners Filed in FL

2016 7.75 64.43
2017 16.46 68.07
2018 11.85 79.91
2019 8.16 76.45
2020 8.81 79.16
2021 6.91 76.00
2022 14.93 70.83

Source: Source: FLOIR, (2024),
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Counties 
Policies in 
Force (PIF) % PIF

Litigated 
Claims

Non-Litigat-
ed Claims % Litigated

Palm Beach, Broward, Miami-Dade 1,660,339 22% 27,960 75,231 53%
Seminole, Orange, Lake, Osceola 769,047 10% 8,602 62,313 44%
All Other Counties 5,023,074 67% 27,789 4,037 3%
Total 7,452,460 100% 64,351 141,581 100%

Source: FLOIR, (2024).

TABLE 7 Litigation by Area in Florida 2022

Table 8 shows the litigation rate by source of peril. There is some variation, as it is likely that the 

underlying facts surrounding the loss make for different levels of agreement on loss values. For example, 

it may be that the insured loss value is easier to determine if there is a fire relative to a sinkhole. As can 

be seen, there is a considerable variation in the number of claims by peril.

Table 9 looks at three of the perils in some more detail. The table shows statistics about claims that 

were closed in 2023. Unfortunately, we do not know when they were opened, as the filing date would 

tell us information about the legal environment when initiating the lawsuit. What is interesting is that the 

data provides us with some microdata on the relative costs of litigated versus non-litigated settlements. 

In nearly every case, the LAEs constitute less than 50 percent of the not-litigated settlements. For 

Hurricanes, as shown in Panel A, the Florida Office of Insurance Regulation reports the claims by how 

long it takes to settle a claim. Claims that require more time are likely more challenging to settle. Thus, 

indemnity payments and LAEs are likely higher for claims taking longer to close. For hurricane claims, 

the LAEs for litigated claims are double that of non-litigated claims as a percentage of indemnity. For 

windstorms or hail shown in Panel B, the LAEs for litigated claims as a percentage of indemnity are 

nearly over three times as high except for the longest duration of claims. The shorter fire and lightning 

claims in Panel C. are nearly seven times more expensive than the indemnity of litigated claims. Still, the 

other durations are nearly three times more expensive in relative terms.

TABLE 8 Percentage of Claims with Litigation by Peril for Claims Closed in 2023

Peril Closed % Litigated
Sinkhole 277 16.010
Windstorm or Hail 136,058 13.420
Other water 69,797 13.250
Accidental discharge of water 89,641 12.550
Hurricane 249,294 7.400
Falling object 3,370 7.330
All other 96,111 6.460
Fire/Lightning 13,964 2.540
Total 658,512  

Source: FLOIR, (2024),
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TABLE 9 �Loss Adjustment Expenses for Litigated and Non-Litigated Claims Closed in 2023  
for Select Perils

These data document the costs of litigation in Florida, but because the recent reforms were passed 

relatively recently, we cannot judge how well the market is performing except anecdotally. Two recent 

items provide some evidence. The Insurance Commissioner issued a press release after October 2024’s 

Hurricanes Milton and Helene, in which he touts a national insurer’s commitment to the Florida market.57 

In Florida’s July 2024 Property Insurance Stability Report, the Department states 

•	 Preliminary data suggest reinsurance costs are lower in 2024 than in 2023 (p. 19); 

•	� The Department sees market stabilization after the 2022 and 2023 legislation takes effect  

(p. 23);

•	 “Rate filings show a slight downward trend for the first time in years.” (p. 23);

•	� Many insurers report a positive net profit in 2023, and in Q1 2024, 8 Florida domestics had 

positive net underwriting and positive net income. (p. 24);

•	� Approximately 389,000 policies have been taken out of Citizens (the residual market) and 

placed in the private market (p. 25).

A. Hurricane
Avg. Indemnity Avg. LAE Ratio of LAE to Indemnity

Days to Close Litigated Non-litigated Litigated Non-litigated Litigated Non-litigated
<61 Days 52,975 23,291 10,670 2,156 20.14% 9.26%
61-180 Days 52,017 34,986 12,275 3,127 23.60% 8.94%
181-365 Days 66,600 55,788 12,892 4,638 19.36% 8.31%
>365 Days 90,737 114,989 21,470 8,514 23.66% 7.40%

B. Windstorm or Hail
Avg. Indemnity Avg. LAE Ratio of LAE to Indemnity

Days to Close Litigated Non-litigated Litigated Non-litigated Litigated Non-litigated
<61 Days 33,953 14,164 7,996 947 23.55% 6.69%
61-180 Days 36,196 24,604 9,962 2,365 27.52% 9.61%
181-365 Days 41,790 43,878 9,206 3,023 22.03% 6.89%
>365 Days 52,858 40,898 13,825 7,647 26.15% 18.70%

C. Fire/Lightning
Avg. Indemnity Avg. LAE Ratio of LAE to Indemnity

Days to Close Litigated Non-litigated Litigated Non-litigated Litigated Non-litigated
<61 Days 63,966 27,619 18,810 1,170 29.41% 4.24%
61-180 Days 121,368 86,460 11,496 2,996 9.47% 3.47%
181-365 Days 131,552 166,172 14,149 5,407 10.76% 3.25%
>365 Days 226,604 265,301 28,408 9,811 12.54% 3.70%

Source: FLOIR, (2024).

57	 �https://floir.com/home/2023/03/13/financial-services-commission-appoints-michael-yaworsky-as-insurance-commissioner (viewed October 13, 2024).
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Box 7 shows an abridge version of the recent history regarding Florida’s litigation challenges.

1.	 2015 Assignment of Benefits (AOB) prohibition proposed by not passed. 
2.	 2019 AOB Legislation (HB 7065) enacted regulating AOBs, requires them to be in writing, with cost 

estimates and allows provision for recission. The statute allows the assignment of attorney fees to 
the insurers.

3.	 2021 SB76 restructured rules for disputed litigation claims- must provide notice of intent to litigate 
prior to filing suit.

4.	 2022 6 Insurers failed and 6 more go on regulatory watch. In part, due to litigation expenses. 
(Milliman, 2023).

5.	 2022 SB 2A- No right to attorney’s fees for suing an insurer. No AOBs in nearly all cases.
6.	 2023 HB 37, Defined bad faith as more than mere negligence. 

Source: FLOIR, Annual Reports (various years)

Box 7. Abridged Timeline of Florida’s Homeowners Litigation Crises
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CONCLUSION
The case studies presented offer valuable insights into the dynamics of insurance regulation and 

market responses. The studies underline the delicate balance regulators must strike between protecting 

consumers from excessive prices and maintaining a healthy, competitive insurance market.

Several key principles of insurance regulation emerge:

A recurring pattern emerged where market shocks (inflation, natural disasters, or other disruptions) led 

to price increases, followed by stringent regulation. This cycle often concluded with deregulation after 

years of market disruption.

Price regulation problems exist across multiple states (New Jersey, Massachusetts, South Carolina, 

California, and Florida), as strict price regulation often leads to unintended negative consequences. 

These included significant growth in residual markets that was reversed when deregulation occurred. 

In addition, we saw a pattern of firms leaving markets when price regulation became too restrictive. 

Cross-subsidization between low-risk and high-risk consumers led to an eventual deregulatory push, as 

cross-subsidization was not politically feasible in the long run. We also saw reduced market competition 

in some states resulting from the state over-regulation of prices.

The benefits of deregulation are strong. States that moved towards deregulation (New Jersey, 

Massachusetts, South Carolina) saw positive outcomes such as increased entry and a reduction in the 

size of the residual market as untenable cross-subsidies were eliminated. Further, commercial lines 

deregulation showed that less regulation for sophisticated insurance buyers led to more efficient 

markets.

Risk-based pricing is important as it allows insurers to price based on risk, leading to healthier markets. 

When prices are divorced from risk (e.g., in New Jersey, South Carolina, Florida, and Massachusetts), it 

creates unsustainable cross-subsidies and market distortions.

Regulatory lag and market inefficiencies prevent the market from functioning as risk transfer 

mechanisms. California’s experience post-Proposition 103 highlighted how regulatory lag can lead to 

market inefficiencies. Despite lower loss ratios, consumers did not necessarily benefit from lower prices 

due to the cumbersome rate-setting process.

Florida’s and California’s experiences with hurricane and wildfire risks demonstrated the challenges of 

regulating markets facing increasing catastrophe risks. Flexible pricing and the ability to use modern 

risk modeling are crucial for market stability.

Florida’s case study on litigation highlighted how the legal environment can significantly impact 

insurance costs and market stability, emphasizing the need for balanced tort reforms.

States with more competitive markets (like Illinois) often showed greater resilience to shocks and long-

term price stability than heavily regulated markets.

In conclusion, these case studies demonstrate that while regulation is often implemented with good 

intentions, market-based solutions, and carefully crafted deregulation often lead to more stable and 

efficient insurance markets. The key is to allow for risk-based pricing, encourage competition, and 

maintain regulatory flexibility to adapt to changing market conditions. Policymakers should be wary of 

quick regulatory fixes and instead focus on long-term market health and sustainability.
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