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How To Guarantee Equitable Insurance Rates for Virginians
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Attorney General of Virginia

Editors' Note: Liability insurance and the
search for economic equity in the reg ~

lion of the insurance industry are public
policy issues ofparticular concern to Vir
ginians. Because ofthe importance ofthese
contemporary issues, the News Letter is
publishing this month's article as a part of
the ongoing public debate.

For Virginia professionals and business
men and women, the liability insurance
crisis began in the mid-1980s, when letters
or telephone calls informed many of them
that the insurance policies they had always
taken for granted were about to become
unaffordable.

For others, the news was even worse:
They would n longer be able to secure in
surance coverage at any cost. By mid-1986,
my office was committed to finding solu
tions to the liability insurance crisis and,
thanks to careful research and thoughtful
analysis, was well along toward develop
ing an approach tailor-made for Virginia.!

1 The Insurance Team in the Office of the Attorney
General is led by Orief Deputy Attorney General H.
Lane Kneedler, and consists of Deputy Attorney
General Gail Starling Marshall, Senior Asssistant
Attorney General William S. Bilenky, Assistant
Attorney General Gail D. Jaspen, Director of Public
Policy Donald R. Carignan, and Director of Public
Infonnation and Communications Bert L. Rohrer.
The team has been assisted by two consultants, Dr.
John W. Wilson, an economist, and Professor Kenneth
S. Abraham of the University of Virginia Law School.
I am indebted to this team of dedicated professionals
whose contributions led not only to this article, but
also to the development and implementation ofpublic
policy.

By 1987 the crisis in the marketplace
had become a crisis of public policy, as pro
ponents of both tort reform and insurance
reform made their respective cases before
the Virginia General Assembly.

At a time of increasing premiums in the
Commonwealth, the insurance industry,
asserting that its economic health was en
dangered by a runaway tort system, peti
tioned the General Assembly for broad
based tort reform. Their lobbyists' straight
forward argument seemed plausible: The
way to lower insurance rates was through
fundamental changes in our legal system.

While I supported certain tort refonn ini
tiatives (including sanctions for frivolous
claims, limited liability for directors and
officers of corporations and tax-exempt or
ganizations' and the elimination of certain
exemptions from jury duty), I took the posi
tion that fundamental changes in our legal
system should complement, not supersede,
fundamental and long-overdue changes in
our insurance regulatory system.

The General Assembly acted responsi
bly. In 1987 it adopted modest tort reforms
as well as insurance reform legislation.

I
THE INSURANCE SITUATION
TODAY

Since that time, there has been a soften
ing of the commercial liability insurance
market in Virginia. But it would be unfair

and inaccurate for proponents of either tort
reform or insurance reform to take credit
for the reduction. For the most part, the
lower premiums are a direct result of lower
overall inflation and the normal insurance
business cycle.

And we should not delude ourselves into
believing that the crisis, like a bad head
ache, is over: Nothing could be further from
the truth.

Rates may be down, but that does not
mean that rates and profits are not still ex
cessive. While the General Assembly has
responded decisively in adopting insurance
reform legislation, we have a long way to
go to make that legislation work so that its
effect can be felt in the marketplace.

The purpose of this article is to outline
the problem of excessive insurance rates
and insurer profitability that lingers in Vir
ginia, and to propose some alternative
solutions.

I
STATE-BASED RATEMAKING:
THE NEED

When our office proposed House Bill
(HE) 1235 to the General Assembly in
1987, we asserted and established two
propositions:

1. On a comparative basis, Virginia con
sumers ofcommercial liability insurance
had been subsidizing purchasers in other
states since 1979.
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TABLE 1.
Incurred Loss and Paid Loss Ratios for Commercial General
Liability, Virginia and the U.S., 1978-1987

SOURCE: Calculations based upon data from A.M. Best & Co.

NOTES: The first two columns represent the incurred loss ratios of Virginia and the United States
from 1978 through 1987; the second two columns are the paid loss ratios.

The incurred loss ratio for a particular year is the percent of earned premiums that is required to cover
the payment of claims that occurred and were reported that year and those that are assumed to have
occurred that year and are expected to be reported in the future, plus any change in reserves for losses
that occurred in prior years.

The paid loss ratio is the percent of written premiums that is required to pay claims during the year,
regardless of when those losses were incurred. As a rule of thumb, a lower loss ratio is an indicator
of greater profitability.

a The unusual incurred loss ratios for Virginia in 1983 and 1985 reflect adjustments made by one
company, Aetna Casualty and Surety, related to the A.H. Robins Dalkon Shield liability exposure.

b The 10-year weighted average is based on the cumulative losses and premiums for the 10-year
period.

Year Incurred Paid

VA U.S. VA U.S.

1978 .................... 48.9 48.6 19.7 23.6
1979 .................... 37.9 51.3 18.9 26.6
1980 .................... 34.3 56.9 28.1 33.0
1981 .................... 33.1 64.0 31.1 40.6
1982 .................... 61.4 76.9 40.4 50.5

1983 .................... -89.0a 82.5 35.6 59.9
1984 ....... :............ 65.2 98.8- -........._--- ---- 43.7 64.1 --

1985 .................... 154.4a 112.1 17.2 44.9
1986 .................... 56.3 76.0 20.6 32.6
1987 .................... 59.3 69.3 17.6 33.8

10-year weighted
averageb

........................ 54.8 75.0 24.0 39.1

2. On an objective basis, these same con
sumers had been paying premiums that
generated excessive profits for the in
dustry in spite of our statute prohibiting
excessive rates. These two propositions
still hold true as we approach the sec
ond full year ofregulation under the new
statute and the 1989 session of the
General Assembly.

VIRGINIANS SUBSIDIZE OTHER
STATES

As demonstrated by Table 1, the good loss
record of Virginians has been subsidizing
the poorer loss records of other states.

As that table indicates, Virginia's in
curred loss ratio from 1978 through 1987
averaged 54.8 percent, while the national
average was 75.0 percent. Virginia's paid
loss ratio averaged 24.0 percent, while the
national average was 39.1 percent. In short,
the national incurred loss ratio over this ten
year period has been 37 percent greater than
the Virginia average, and the national paid
loss ratio has been 63 percent greater than
the Virginia average.

These figures clearly indicate that Vir
ginians have not been receiving the full
benefit of their good loss record.

VIRGINIANS' RATES YIELD
EXCESSIVE PROFITS

The Commissioner's Perspective:
Reliance on Rate of Return
on Earned Premiums Exclusive
of Income on Surplus

The state's commissioner of insurance com
putes insurance industry profitability in a
manner that is favorable to the industry and,
by extension, unfavorable to policyholders.

At a recent hearing before a legislative
subcommittee, the commissioner of insur..
ance circulated an exhibit concluding that
over the past four years in Virginia, the rate
of return on earned premiums for general
liability insurance has averaged 13.2 per
cent. That proved, he said, that the profita
bility picture was not as extreme as we had
painted it.

Obviously, if the commissioner has con
fidence in this figure, and if he relies upon
it in the discharge of his duties, then he is

justified in believing that we do not have a
problem of excess profitability in Virginia:
A 13.2 percent return, at first blush, sounds
reasonable.

But, in fact, the commissioner's figures
indicate that the return on earned premiums
has been in the neighborhood of27 percent,
which changes the picture entirely. In spite
ofa provision ofHB 1235 expressly author
izing him to consider investment income
on surplus-income universally recognized
in the business world-the commissioner
did not consider that income in making his
computations.2

2 Before the passage of HB 1235, the industry took
the position that its investment income on surplus
was shielded from consideration. That position was
based upon an old ruling by the Virginia Supreme
Court; more recently, the dominant trend nationwide
has been to treat insurance industry earnings the same

It would be unfair to call this omission
either an error or a deception, since it is
now within the discretion of the Bureau of
Insurance and the State Corporation Com
mission (SCC) to give investment income
on surplus such weight as they deem
prudent.

But it is troubling to see that the com
missioner deemed it prudent to give invest
ment income on surplus no weight at all,
especially so soon after the 1987 General
Assembly had labored to give the Bureau

as those of other businesses, whether regulated or un
regulated.

The 1987 General Assembly embraced this more
modem approach explicitly to allow the considera
tion of investment income on surplUS in determining
the reasonableness of rates.
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FIGURE 1.
Worker's Compensation: Percent Change in Requested Increases,
1982-1988

Requested by National Council on Compensation Insurance
Granted by State Corporation Commission
Suggested by Bureau of Insurance
Suggested by Attorney General

If there is any doubt that progress can
be made in the commercial general liability
lines, we would only point to the progress

I
1988

I
1987

I
1986

I
1985

This same progress can be made in pre
miums for commercial general liability in
surance with a commitment from all par
ties involved in the regulatory process to
implement HB 1235 fully and fairly. To
gether, we can learn from the first year's
problems in implementing HB 1235 and
convert those problems into an opportunity
to achieve a reduction in commercial lia
bility insurance rates and a parallel reduc
tion in the cost of doing business in the
Commonwealth.~

that has been made in ratemaking for work
ers' compensation insurance over the past
three years. Pursuant to a separate statute,
requests for workers' compensation rate in
creases are reviewed by the SCC. In 1986,
marking a departure in the office's prior
approach to workers' compensation rate
cases, we hired our own economist and
actuary to make an independent assessment
of the rate increase requested by the in
surance industry. Figure 1 shows the
dramatic difference a close and compre
hensive review of requested rate increases
can make. The result was a savings to Vir
ginians over the past three years of over
$200 million in workers' compensation
insurance premiums.

I
1984

I
1983

00/0 -

100/0 -

300/0 -

We also believe that it is incumbent upon
all of us who participate in the regulatory
process to make certain that the process is
visible, understandable, inclusive, and ra
tional. What we do, and how we do it,
should not only be in accordance with the
law, but also should make common sense
and should be fair.

We believe that the law in its current
form can be effective. We believe that the
General Assembly has given the bureau the
authority to obtain from the insurance com
panies all of the necessary data, and that
careful, comprehensive analysis of that data
by the bureau and the SCC will identify
those lines of commercial liability insur
ance for which competition is not effec
tively regulating rates.

when determining whether profitability is
excessive, and are they committed to doing
so in the future? Or does the General As
sembly need to make it clear that the con
sideration of investment income on surplus
is mandatory, not discretionary?

50-Day Period for Reviewing Insur
ance Industry Data We agree with the
bureau on the inadequacy of the 60-day
period it currently has to review data from
the insurance industry before making a
recommendation to the SCC on whether a
given line is, in fact, noncompetitive; we
would support extending that deadline to
120 days.

Role of "Excessive Profitability" in
Troubled Lines Hearing. Do the bureau
and the SCC agree that, for the purpose of
identifying a noncompetitive line of com
mercia1liability insurance, the first inquiry
should be whether there is excessive prof
itability in that line, and if excessive prof
itability is found, that line should automati
cally be deemed noncompetitive?

Do they agree, in short, that "potential
competition is not adequate competition"
for ratemaking purposes and is not "effec
tively regulating rates" if profitability for a
given line is excessive? Or does the para
mount role of"excessive profitability" need
to be clarified by the General Assembly?

Role of Investment Income on Sur
plus. Do the bureau and the SCC agree
that the General Assembly authorized them
to consider investment income on surplus

Failure of Insurers to File Required
Data. Will the bureau deem the filing of
incomplete data as a failure to file, or will
it continue to make recommendations to the
SCC based on incomplete data? We be
lieve that the bureau has the tools to ensure
that· ns er . e· ely and c plete data,
and to penalize appropriately any insurer
that does not. We also believe that the bu
reau has the authority to consider full com
pliance with the laws of the Commonwealth
to be a condition for doing business in
Virginia, and to ensure that never again will
the industry be given the benefit of failing
to provide data in accordance with the Code
by being declared "competitive" at the same
time.

lines each ye for which Virginia experi
ence data would be collected from insurers
writing those lines? Or should the General
Assembly consider transferring the respon
sibility for preparing the troubled lines
report from the Bureau of Insurance to the
Division of Consumer Counsel in my of
fice, which is statutorily charged with the
responsibility of representing consumers
before the SCC?
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WHY PROFITABILITY SHOULD BE
PARAMOUNT

The significance of the disparate points of
view on the fundamental question of insur
ance profitability in Virginia may explain
why there has been such difficulty and so
little progress over the past year in imple
menting HB 1235.

• Additional analysis of the admittedly
incomplete data filed by the industry in
dicates that the lines deemed competi
tive by the bureau are more profitable
than the lines that the bureau considered
noncompetitive.

Day Care 27%
Municipal & Governmental 21 %
School Division 6%
Products & Completed

Operations 16%
Commercial Contracting 22%
Recreation 420/0

The bottom line is this: We are approach
ing two thresholds, the threshold of a sec
ond year of interpretation and application
ofHB 1235, and the convening of the 1989
session of the General Assembly.

PUBLIC POLICY
LESSONS

The question is, can we make the stat
ute work, or is it necessary for further ac
tion to be taken by the General Assembly?

Will the bureau continue to rely primar
ily on surveys of insurance companies and
agents to develop the annual troubled lines
report, or will it join this office in propos
ing legislation to the General Assembly that
would create a systematic method for se
lecting a number of commercial liability

Annual Troubled Lines Report. Will
the bureau widely disseminate its timetable
for gathering data about potentially non
competitive lines of insurance, and guide
lines that infonn consumers in simple terms
what information the bureau finds relevant
and compelling? Will interested parties be
told well in advance what standard the
bureau will use in determining whether a
given line is potentially noncompetitive?

But I have also learned that one forgets
at one's peril thatin-many-criticarways the
insurance business is not like any other
business. Available and affordable commer
cial general liability insurance is as essential
to the survival ofbusinesses and profession
als in Virginia as electricity and telephone
service. Yet insurance is neither regulated
like a utility nor subject to antitrust laws
like other businesses. In short, by com
parison with other private-sector enterprises
that compete freely in the marketplace,
while the insurance industry may look like
a duck, walk like a duck, and quack like a
duck, it is clearly not a duck.

I have learned that the insurance busi
ness, like any other business, operates on
certain common-sense principles that can
be easily understood and explained.

be deemed noncompetitive. In short, "po
tential competition" is not adequate com
petition for ratemaking purposes and is not
"effectively regulating rates" if profits for
a given line are excessive.

Incurred
Loss Ratio

Lines Deemed
Competitive

The commissioner seems to take the po
sition that if sufficient "potential competi
tors" are found, then there is no need to
consider other factors such as excessive
profitability to determine whether compe
tition is effectively regulating rates. By
contrast, I take the position that excessive
profitability is theftrst inquiry that the com
missioner should make and that if exces
sive profitability is found, the line of in
surance under review should automatically

Indeed, our analysis shows that the av
erage incurred loss ratio for these "com
petitive" lines was 22.3 percent, which
is extraordinarily low, indicating that
they are highly profitable. Ironically, the
incurred loss ratio for medical malprac
tice-a line that the bureau found "non
competitive"-was 75 percent.

It is very difficult to make progress in
solving a problem unless the critical players
agree there is a problem to solve. That is
one of the difficulties w-c bave faced over
the past year in addressing the commercial
general liability insurance problem in
Virginia. In particular, the commissioner of
insurance appears to have taken a philoso
phical approach diametrically opposed to
that taken by my office.

• The bureau acted on incomplete data and
drew inferences favorable to the indus
try. Our office took the opposite tack,
arguing that the bureau should interpret
the limited data ~!JQmitted by the insur
ers to give consumers the benefit of any
doubt. We recommended that all sev
enteen lines be found noncompetitive.

• In the short time it had to analyze the
data supplied by the industry, the bureau
did not consider the principal indicator
of a lack of competition-evidence of
excessive insurer profitability-and at
tempted instead to count the number of
"potential competitors" in the market.

• In issuing its first "troubled lines" re
port to the General Assembly, the SCC,
on recommendation of the Bureau of
Insurance, designated as potentially non
competitive only seventeen lines out of
hundreds of lines and subclassifications
of commercial liability insurance.

• Our office, in contrast to the bureau and
the SCC, focused on evidence of exces
sive insurer profitability in addition to
other factors such as market concentra
tion and adherence to rate service or
ganization rates.

LACK OF PROGRESS
IN IMPLEMENTING HB 1235

• Notwithstanding a clear statutory man
date to provide information requested by
the SCC, insurers failed to file adequate
supplemental reports in over 50 percent
of the cases.

5. If the SCC finds that competition is ef
fectively regulating rates in a designated
line, the current "file and use" proce
dures remain in effect. But if the SCC
finds that competition is not effectively
regulating rates in a designated line, then
any new or amended rate filing is trans
ferred from "file and use" to sixty-day
"delayed effect" procedures, to permit
an actuarial analysis of proposed rates
by the Bureau of Insurance to determine
if they are reasonable.

While HB 1235 sets orth an effective
framework for identifying and regulating
noncompetitive lines of commercialliabil
ity insurance, in practice the reality has been
as follows:
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of Insurance and the SCC the option ofcon
sidering it in determining the reasonable
ness of rates.

Had investment income on surplus been
included in the commissioner's calculation,
the result would have indicated a 27 per
cent return on earned premiums.

But even this figure of 27 percent does
not give an accurate picture of "profitabil
ity," which normally is stated in the busi
ness world as the rate of return on equity
(or, in the insurance business, on "surplus"),
not the rate of return on annual sales (or,
in the insurance business, on "premiums").

TABLE 2.
Return on SurplUS (Statutory Equity),
Virginia and the U.S., 1986 & 1987

Includes income on invested surplus ..
Excludes income on invested surplus .

Includes income on invested surplus ..
Excludes income on invested surplus ..

Virginia

39.9%
30.8%

26.6%
19.2%

1986

1987

u.s.

7.10/0
-2.0%

11.80/0
4.4%

Two examples illustrate the point. A
grocery store owner typically .has little
capital investment (equity) in relation to
sales volume-i.e., a relatively low capi
tal/output ratio. Thus, with $1 of invested
capital for every $10 of annual sales vol
ume, a 2 percent profit on sales would
convert to a 20 percent return on invested
capital.

In contrast, an electric utility typically
has amuch higher capital/output ratio (e.g.,
$3 of capital investment for every $1 of an
nual sales). Thus, a 30 percent profit on
sales converts to a 10 percent return on
invested capital. Consequently, a 2 percent
profit on sales for a grocery store owner
generates a higher rate of return on invested
capital than a 30 percent profit on sales for
an electric utility.

The commissioner's 27 percent rate of
return on premiums is converted to a rate
of return on surplus (equity) by multiply
ing 21 percen by the "premium-to-surplus
ratio," which over the four years ending in
1987 was 1.897 for the property and casu
alty lines of insurance.3 Thus, using the base
figures in the commissioner's own exhibit,
the average return on surplus (equity) for
1983-1987 becomes 51.2 percent. While
we have maintained for some time that the
industry enjoys excessive profitability in
Virginia, even we do not contend that the
industry's return on surplus over the last
four years has been as high as 51.2 percent
and can only conclude that the commis
sioner's underlying figures are inaccurate.

3 Four-year "premiwn-to-surplus" ratio is calculated
based on data from A.M. Best, Aggregates & Aver
ages, 1984-1987.

The Attorney General's
Perspective:
Reliance on Rate of Return on
Surplus (Statutory Equity) Inclusive
of Income on Surplus

Our own consultant's calculation for the
rate of return for commercial generallia
bility insurance for 1986 and 1987 shows
the dramatic effect of including investment
income on surplus, and calculating profita
bility in terms of return on surplus, not
return on premiums.

As Table 2 indicates, income on surplus
represents roughly 25 percent of the indus
try's earnings in Virginia. When investment
income is properly taken into account and
when profits are converted from a return
on premiums (the profit on "sales" in the
insurance business) to a return on surplus
(equity), profits for the industry in Virginia
are clearly excessive.

I
STATE-BASED RATEMAKING:
THE APPROACH

The fundamental principle of law that
guides all of us who are a part of the
ratemaking process, and which serves as a
North Star for our efforts, has been on the
books in Virginia for at least forty years. It
states simply-but absolutely and
unequivocally-that "rates... shall not be
excessive, inadequate, or unfairly
discriminatory."4

4 Va. Code, sec. 38.2-1904(A).

House Bill 1235 was adopted unani
mously by the General Assembly in 1987
as a tool to ensure that this last principle of
law prevails, not simply as words in the
Virginia Code, but as a reality in the
marketplace.

HOUSE BILL 1235

Briefly, the legislation works this way:

1. The see submits an annual report (com
monly known as the "troubled lines"
report) to the General Assembly on the
level of competition in, and the availa
bility and affordability of, commercial
liability lines of insurance.

2. Where the sec has "reasonable cause"
to believe that competition is not
effectively regulating rates for a given
line, it designates that line as potentially
noncompetitive.

3. Insurers must file specified additional
data in a "supplemental report" for each
potentially noncompetitive line of insur
ance they write.

4. The see holds a hearing to determine
whether competition is or is not, in fact,
effectively regulating rates in each des
ignated line. The see is authorized to
consider certain factors in making that
determination, including "[w]hether a
pattern of excessive rates exists within
the line... in relation to losses, expenses,
and investment income."s

5 Va. Code, sec. 38.2-1905. 1(E)(7); emphasis added.
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