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REPEAT OFFENDERS

HOW THE INSURANCE INDUSTRY
MANUFACTURES CRISES
AND HARMS AMERICA

Summary/Key Findjs

The property/casualty insurance industry is one of the most important industries in the nation.
Every person and business in American needs insurance. Yet for the past 35 years, policyholders
have been victims of this industryOs little understoodoguic cycle, created by artompetitive

(yet legal) underwriting practices, unique and opaque accounting policies, and virtually

unchecked power when it comes to regulation of insurance rates.

The industryOs economic cycles lead to what are knownrd®©@ima OsoftO insurance markets
particularly for commercial insuranctere have been three full cycles in the past 35 years, with
soft markets characterized by stable or low rates (good for policyholders but disliked by the
insurance industry) and hantarkets, characterized by sudden and astronomical rate hikes for
policyholders. These hard markets lead to sometimes devastating Oliability insuran€e crises.

While the existence of this setiade cycle is clear to insurance industry insiders, insaftens
publicly deny the cycleOs existence while their lobbyists try to take advantage of skyrocketing
rates to push for soalled Otort reform.O However, insiders knowtthiat markets have never

been caused by jumps in claims, lawsuits or tort systais.cd hat is why these cyclase

national in scope and occurevery statérrespective of a stateOs tort law and why enactment of
so-called Otort reformiéas donenothing to prevent themUnfortunately, public officials tend to

turn to medical and insance lobbyists for explanations rather than to objective experts and data.

This country has beenin a Qsoftc') insurance market since 2006, with rates stable and dropping in
every state whether or not Otort reformsO have been enacted. Howevern|gip8ledahe
insurance industry has been trying to push the country into a new hard market.

Hurricane Irene in late August 2011, which was greatly hyped by the Weather Channel but
wasnOt nearly the catastrophe that was expected, has been usedrineiirsiuatry

representatives to push the country into a new hard market. This is despite the fact that the
industry is perfectly able to handle those claims in addition to having stored away excess profits
for decades so that today, it is in antetle safe position. Creation of a hard market now would

be purely for the purpose of prigguging buyers of insurance, particularly commercial lines
insureds.



Over the last few months in particular, industry execut®ygxluding unregulated foreign
reinsures B have beemoldly declaringo the entire industry that it is time to end the soft market
(including pressuring their own competitors to start raising rates), setting the stage for a new
liability insurance crisis in this country.

KEY ACCOUNTING FE@BOUT THE INDUSTRYOS FINANCIAL CONDITION

Losses:InsurersO unique accounting practices allow them to identify OlossesO that are really not
losses at all.To an insurance company, the word OlossO is short for the term Oincurred loss,O
which includes Oaurred but not reportedO (IBNR) loss¥ghen a company has an Oincurred

loss,O this does not mean the insurer has actually paid out this ribigefigure includes

estimates of future claims that they do not even know aboult y&this figure thatinsurers file

with state insurance departments when seeking rate hikegry shows that during hard

markets, insurers vastly overstate their incurred losses by increasing reserves (money set aside to
pay them) despite experiencing no increase in paymuiny trend suggesting large future

payouts. This OovereservingO seems often to be politicallspired, used by insurers as a way

to show poor income statements, which in turn is used to justify imposition of large premium
increases.In sum, when minsurance representative uses the term OlossO (whether in filings with
state authorities, lobbying lawmakers or talking to the news media), they do not mean an actual
loss; they mean an Oincurred loss,O a figure that is highly susceptible to mangmdation
exaggeration, especially during hard markets.

Premiums and Claimisisurers make their money primarily from investment income, investing
the premium dollars they receive from policyholders. Rarely do insurers achieve an
underwriting profit (i.e., wan premiums taken in are more than OlossesO and underwriting
expenses). In many lines of insurance, an underwriting profit would produce a wildly excessive
overall profit because the investment yield on the OfloatO (between the time they collect the
premum and pay the loss) is so great. During Osoft marketO periods, which cover most years,
insurers compete heavily for premium dollars to inv@&scause of competition, insurers keep
rates lowbsometimes too lowTherefore, most of the time they do trgtto have, nor expect to
have, an Ounderwriting profitltOmakes economic sense for them to compete for premium
dollars to invest even though they may lose money on claims and expBosedso, when an
insurer talks about Ounderwrltlng profitO gsdhey have an Ounderwriting lossO (or when they
use terms like Ocombined ratioO to measure losses and expenses per dollar of premium), it is
important to remember that insurer calculations are based on Oincurred lAssesplained

above, this does honean money the insurer has actually paid dinis figure includes

estimates of future claims that they do not even know aboutk&th can be (and are, during

hard markets) wildly exaggerated.

Surplus: Today, the industry has been suggesting thatim financial trouble as a result of

weather events in 2011. However, surpluses t&thg extra cushion insureh®ld in addition

to the amount they have set aside to pay estimated future €aushe industry in aall-time

safe financial posibn, far safer than required, and one might even say that today, the industry is
overcapitalized.Given these circumstancele creation of a hard market now would be purely

for the purpose of priegouging buyers of insurance, particularly commercraddiinsureds.



HOW LAWS AND LACK OF OVERSIGHT MAKE THE SITUATION WORSE

With few exceptions, state insurance departments have neither the authority nor the funding to
exercise proper control over insurance industry pricing.

Because the industry is exenfigim antitrust laws under thiederalMcCarranFerguson Act, it
cancollude on important components of insurance priaasanticompetitive practice that is

illegal for other industries. For example, as we are seeing right now, at cycle bottoms
immediatdy preceding a hard market, insurance companies will pressure their own competitors
to stop competing for premium dollars and to raise rates and reserves as an entire industry.

GOVERNMENTAL ACTION IS NEEDED

For the property/casualty insurance industrgation of hard markets and phony liability crises
have paid off and will pay off again unless lawmakers take responsible, remedial steps
immediately to reign in the power and control the abuses of the property/casualty insurance
industry.

1. Data disckure:With rare exceptions, laws today do not force even licensed property/casualty
insurance companies to disclose meaningful information to state authorities that could
substantiate or refute their allegations about the financial health of the industeyimpact of

the U.S. civil justice system. Timeed for data disclosure is urgent.

2. States must repeal acdimpetitive laws and enact stronger regulation and overSigité:

insurance departments must take a far more active role controllimgnosurates; insurance
departments must receive needed support for proper oversight over the industry. State regulators
must carefully review any requests for price increases in this emerging hard market.

3. Congress should repeal the federaltargiexemption; at a minimum, the new Federal
Insurance Office must review its impdtte federal McCarrafrerguson Act exempts the
insurance industry from antiiust laws, allowing the industry to collude on important
components of insurance prices, an-aotnpetitive practice that is illegal for other industries.
At a minimum,the newly created Federal Insurance Office (F&3dablished by Title V of the
Dodd Frank Wall Street Reform and Consumer Protection gkaiuld include a review of the
harm done t@onsumers by the arttust exemption of the McCarrdferguson Act in the report
it is preparing for Congress in 2012, as well as collect data on the impact of the Act on
policyholders, particularly commercial policyholders.
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Introduction

Imagine an industry that sold a product which every person and business in America needed.
This product was so important that the industry @ditérally threaten the economy of a state by
pulling its product out. The seller of this product was accountable to no federal agency and
regulated only by very weak state agencies. It was also exempt fretruantaws so the entire
industry, includhg so-called@ompetitorOcoulduse the same collusive pricing agencies to help
determine the productOs prierice fixingthat would land others in jail. Other laws permitted

it to keep its financial data secret, enabling it to routin@klead launakers, regulators and
members of the media about its financial condition. This secrecy allowed it topneate
OcrisesO to help promote its own legislative agenda, padding its bottom line at the expense of
everyday Americans.

Sounds incredible. Yehis industry exists in Americaalthough itOs not the Otoo big to fail®
banks or other industries receiving attention from the O99 percent movement,O even though it
should. This is the U.S. property/casualty industry, which supplies everything froraraut
homeowners insurance to medical malpractice insurance for doctors to liability insurance for
small businesses and local governmeiitistee times in the last 35 years, the insurance industry
has created liability insurance Ocrises,O making insuraafferdable or, in some cases,
unavailable at any price for many businesses and professions. Each time this has happened



(called a Ohard marketO), the insurance industry has tried to cover up its own mismanaged
underwriting by blaming the legal systenn its sudden, astronomical premium increases. Like
clockwork, following these rate hikes have been frenetic calls for legislative limits on victimsO
rights to sue, with state lawmakers viewing the OcrisisO as an isolated problem rather than
indicative ofa broader national problem caused by the cyclical nature of the insurance business.
And all indications are that this industry is about to create a new hard market, hitting
policyholders with volcanic price increases and once again, creating anothéafpten

devastating liability insurance crisis in this couritry

Discussions and analysis by industry insiders make clear that hard markets are caused by a
combination of the industryOs own boom and bust economic cycleomptgtitive (yet legal)
underwiting practices, unigue and opaque accounting policies, and virtually unchecked power
when it comes to regulation of insurance rates. What is also clear from these discussion, as well
as from the lessons of history, is that our legal system, tort lagge$, juries and injured

victims have nothing whatsoever to do with creating these Ohard markets,O even though they are
routinely blamed for political effect.

This study attempts to expose the industryOs predictable cycle and the reasons behind it, to
explain why hard markets are created, as well as to show that they are not drieeridyy cost
explosions as insurance companies and others claim. Because of the disconnect between hard
markets and tort laws, Otort reformO remedies pushed by thesstesihave been colossal

failures and will fail once again to prevent what the industry is now threatening. Only effective
insurance reforms and oversight, which are called for at the end of this study, can stop these
cyclical insurance crises, now and foture years to come.

Hard Markets, Soft Markets, Insurance Cycles and OBAsSisQt Explanation

To understand these insurance cycles, one must start with the basis premise that insurers make
their money primarily from investment income, invegtthe premium dollars they receive from
policyholders. Specifically, they invest the OfloatO that occurs during the time between when
premiums are paid into the insurer and losses paid out by the ifsargrthere is about a 15

month lag in auto insunge, while there is a 5 to 10 year lag in medical malpractice.

As a corollary to this,arely do insurers achieve an underwriting profit (i.e., when premiums
taken in are more than OlossesO and underwriting expenses). In many lines of insurance, an
underwriting profit would produce a wildly excessive overall profit because the yield on the
OfloatO is so great. During Osoft marketO periods, which cover most years, insurers compete
heavily for premium dollars to invesBecause of competition, insurdesep rates lovd

sometimes too lowTherefore, most of the time they do not try to have, nor expect to have, an
Ounderwriting profit.@t makes economic sense for them to compete for premium dollars to
invest even though they may lose money on claimsapédnses.

! Chad Hemenway, OCommercial Soft Market Has Ended, Says MarketStatidr@l Underwrier, December 6,
2011.
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Table 1 clearly illustrates this point, that is, this industry has hardly ever had an underwriting
profit, occurringin only 7 of the last 44 years.

TABLE 1

UNDERWRITINGAIN/LOSS
I I

1967 -1.1% 1982 -10.1% 1997 1-2.2%

1968 1-2.3% 1983 -12.4% 1998 1-6.3%
1969 1-3.8% 1984 -18.8% 1999 1-8.6%
1970 1-1.4% 19858 -18.8% 2000 -10.7%
1971 12.4%! 1984 -10.0% 2001 -16.4%
1972 12.8% 1987 1-5.4% 2002 1-8.9%
1973 110.0% 1988 1-5.9% 2003 -1.3%

1974 1-6.1% 1989 -10.1% 2004 110.4%

1978 1-8.8% 1990 -10.0% 2008 1-1.6%
1974 1-3.8% 1991 1-9.2% 2004 117.6%

1977 1.6% 1992 -16.0% 2007 14.1%

1978 mn.7 1993 7.7 2008 1-4.9%
1979 1-1.5% 1994 1-9.0% 2009 1-0.1%
1980 1-3.6% 1995 1-6.8% 2010 1-2.1%
1981 1-6.5% 1994 1-6.5%

SourceBestOs Aggregates and Averagésl Edition.

Yet over this same period, despite almost always having an underwriting loss, the
property/casualty industry prospered. As shown in Table 2, insurersO stivplestra cushion
insurershold in addition to the amount they have set asiqmy estimated future claimsose
by a factor of almost 40!

TABLE 2

SURPLUS BY YEAR (BILLIONS)

1967 $15 1982 $60 1997 $308
1968 $16 1983 $66 1998 $339
1969 $14 1984 $64 1999 $340
1970 $15 1985 $76 2000 $326
1971 $19 1986 $94 2001 $298
1972  $24 1987 $104 2002  $295
1973 $21 1988 $118 2003 $358
1974 $16 1989 $134 2004  $402
1975 $20 1990 $138 2005 $438
1976 $25 1991 $159 2006 $504
1977  $29 1992 $163 2007  $540
1978 $35 1993 $182 2008 $473
1979 $42 1994 $193 2009 $53%
1980 $52 1995 $230 2010 $580
1981 $54 1996 $256

SourceBestOs Aggregates and Averagé41 Edition.
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Graphing these data shows how this industry massively prospers while saying it is Osuffering®
losses.

UNDERWRITING GAIN/LOSS
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The insurance OcycleO comes into play, as follows. As noted aboveydaringf high interest
rates and/or excellent insurer profits, insurance companies engage in fierce competition for
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premiums dollarso investfor maximum retur. This results in competitivenderpricingof

policies, when rates rise less than inflatidthis is called the Osoft market,O the duration of

which is typically around six to ten years. However, when investment income decreases because
interest rates drop, the stock market plummets and/or cumulative price cuts make profits
unbearably low, thendustry responds by sharply increasing premiums and reducing coverage,
creating a Ohard market.O For policyholders, a Oliability insurance crisisO may result. These hard
market periods last about three to four years.

The country experienced a hard irwce market in the mitl970s, particularly in the medical
malpractice and product liability lines of insurance. A more severe crisis took place inthe mid
1980s, when most liability insurance was impacted. Again, from late 2001 through 2006, a
Ohard m&etO took hold, primarily in the property and medical malpractice lines. Each of these
periods was followed by a soft phase. In fact, we have been in such a soft market period since
2006, as will be explained more fully below. The following chart shbigssconomic cycle at

work.

INSURANCE ECONOMIC CYCLE
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(The 1992 data point was not a classic cycle bottom, but reflected the impact of Hurricane
Andrew and other catastrophes in that year.)

It is critical to note the following. First, this cycle is national in scope angrsitcevery state
irrespective of a stateOs tort law. Second, to justify sudden rate requests, insurers will argue that

2 This is particularly true with regard to commercial insurance, like liability insurance for businesses or malpractice
insurance. The personal lines market, like auto and homeowners insurance, is not as competitive because of the la
of knowledge of consumers and the resulting inertia in the marketplace.
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OlossesO are increasing. To those not familiar with how the industry works, the term OlossO
suggests that companies are paying ouemuoney. This is not true.

To an insurance company, the word OlossO is short for the term Oincurred loss,O which includes
Oincurred but not reportedO (IBNR) losa¥ken a company has an Oincurred loss,O this does

not mean the insurer has actuallydpaut this money.This figure includegstimates of future

claims that they do not even know about yeis this figure that insurers file with state

insurance departments when seeking rate hikes.

The money the insurers set aside for claims igddllreserves.O During hard markets, history

shows that insurers can vastly (and unnecessarily) overstate theirafNé&ther unpaid

OlossesO and increase reserves despite no increase in payouts or any trend suggesting large future
payouts. This overeserving phenomenon seems often to be politieapired, used by

insurers as a way &how poor income statements, which in turn is us@astdy imposition of

large premiums increases, which as will be shown below, drives the push for laws to

permaneny reduce insurersO payouts to policyhol@es called Otort reform.O During

subsequent soft markets, these reserves often are then released through income statements as
profits, as they are actually not needed to pay future claims (and never wdeasirigethis

money has another advantage: during the soft phase of the cycle, insurers must show profits in
order to keep rates down, so they can try to gain market share. Releasing reserves helps them do
that.

While the existence of this seafiade cycléds clear, insurersften publicly deny the cycleOs
existence while their lobbyists are trying to take advantage of the hard market and skyrocketing
rates to push for Otort reform.O However, insurance insiders tell a very different story than do
their lobbyists. For example, W.R. Berkley CEO William R. Berkley recently remarked in an
interview:

Basically weOve been in the business now for 38 years. ItOs a cyclical business; weOve
been through three complete cycles going on to the fourthE [T]he cornersfon

succeeding and surviving in this business is understanding how to take advantage of
those changes in the cycle and paying attention to what to do and what are the signs that
give you the signalfs.

Similarly, Business Insuranamagazine published a W Paper in 2010 entitledHard Market

Game Plan: Steps Risk Managers Need to Take Before Rate$ Riserpose of the White

Paper is to show that any business can prepare for the very predictable periodic hard market, the
arrival of which one businesnsider termed Othe evil dayr(fact, this documeris essentially

a flat out admission that hard markets are not caused by jumps in claims, lawsuits or the tort
system, which are not even mentioned in the document, but rather by insurer economics, fo
which businesses can plan.

% Phil Gusman, OBerkley: Market Is Hardening; Good Companies Can Seize OpportNaitiesal Underwriter
December 7, 2011.

* OHard Market Game Plan; Steps Risk Managers NéakmBefore Rates RiseBDsiness Insurang€rain
Communications (2011).
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Some of the more interesting statements found in this 2010 White Paper are:

Experts differ on when commercial insurance market will finally harden, but one thing
they agree on is that a hard market will arrive E eventualynd if past market turns are
anything to go by, the next market turn will likely be abrupt and sévere.

The past two market cycles have featured long pricing slides followed by sharp upswings,
said Michael Davis, president and CEO of Risk InternatiSeaVices Inc. in Fairlawn,
Ohio. E Ol think when it happens, itOs going to be really painful,O Mr. Davfs said.

OltOs not a question of if the market is going to harden, but when itOs going to harden,O
Mr. [Jim] Rubel [of Lockton Cos., LLC] said. OWhiedoes, | think it will harden with
a vicious whip.®

ORedundancies now have been largely harvested,O according to Dave Bradford,

Executive VP of Advisen. [In other words, insurers OsowO or significantly grow their
reserves during hard markets, resigtin poorlooking balance sheets to support extreme

rate hikes, and then OharvestO or release these excessive or redundant reserves during soft
markets, as we are in now, having never needed them in the first place.]

In sum, insurersO unique accounirartices allow them to identify OlossesO that are really not
losses at all and to manipulate their reserves in order to justify requests for large and sudden rate
hikes. All indications are that we are about to enter such a period very soon.

How Certaihaws Allow for the Creation of the Insurance Cycle

To understand how the property casualty insurance industry can create these hard and soft
markets, it is necessary to start with one key observation: in 1944, Congress passed the
McCarranFerguson Acta law that exempts the insurance industry from-@nsit laws and

allows the industry teollude on important components of insurance pyiaesanticompetitive
practice that is illegal for other industries. For example, at cycle bottoms immediatsigipge

a hard market, insurance companies will pressure their own competitors to stop competing for
premium dollars and to raise rates and reserves as an entire industry. The exemption has also
allowed creation of an industgontrolled, fofprofit compary called the Insurance Services

Office, Inc. (1SO), which presents rate data to state insurance departments on behalf of the
insurance companies using their services. State insurance departments often approve rates based
on ISO data, which then are usgdrbany insurance companies in their pricing mod&lany
companies use the IS§&lected classification and territories, further reducing competition.

°|d. at 2.

®1d. at 3.

"Id. at 12.

81d. at 9.

915 U.S.C. 1012015. The U.S. Supreme Court has held that insurance companies may not boycott their insureds
by agreeing to denthem coverage entirelySt. Paul Fire & Marine Inc. Co. v. Baryyt38 U.S. 531 (1978).
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While exempting the industry from asttust laws, Congress also prohibited any federal

regulation of isurancé?® The job of regulating insurance companies has been left to the states.
Most state insurance departments have weak oeristent authority over insurance rates

through prior approval or rejection of requests for rate increases. State iesigpacments
universally lack adequate investigators, auditors and other professionals, preventing them from
recommending appropriate insurance rates and coverage. In other words, with few exceptions,
state insurance departments have neither the aythorithe funding to exercise proper control
over insurance industry pricing.

As for reinsurance, which insurance companies carry to spread théa ssk of layoff bookie
arrangement}he situation is even worse. Not only is there no federalagguo) but state

insurance departments do not at all regulate rates and terms of coverage in reinsurance contracts.
State reinsurance regulation is focused only on assuring the solvency of the reinsurer. States do
not require foreign reinsurers, like $wiRe or LloydOs of London, to be licensed to do business

in the United States. They require only that the foreign reinsurer maintain some security in the
United States to back up its obligations, such as a U.S. trust fund or a letter of credit. @nd stat
have no data collection requirements for foreign reinstters.

Given this poor oversight as well as the 4nist law exemption, the insurance industry has been
able to create liability insurance OcrisesO three times in the last 35 years, makingainsur
unaffordable or, in some cases, unavailable at any price for many businesses and professions.

The History of Hard Markets and Insurance Crises
Hard MarketMid1970s

OLike measles in a nursery, doctorsO strikes seem to be erupti
all acrosthe nation. What the doctors are protesting is
the skyrocketing cost of their malpractice insurance premiums.(
Malpractice Doctors in RevoltNewsweekover story, June 9, 1975

The first liability insurance crisis in this country occurred in thé ©970s, when cauthor J.
Robert Hunter was the Federal Insurance Administrator. To provide a sense of what was
happening in the country, thgashington Postditorialized on November 3, 1976:

[I]t is becoming increasingly apparent that liability iremce- or the lack of it is

becoming a national problem.E Local governments are finding that it is increasingly
difficult or expensive to buy insurance covering their police departments. And because
of the price now placed on it, many small compaaresdropping the product liability

1915 U.S.C. 10122015. Title V of the 2010 Public Lai1D 203, the DodeFrank Wall Street Reform and
Consumer Protection Act, allows the Federal Insurance Officelliect insurance data. However, the law
maintains exclusive state regulation over OinsurerOs rates, premiums, underwriting, [and] sales practices.O

1 See, e.gThe Liability Insurance Crisidjearings Before the Subcomm. On Economic StabilizationeoHtsuse
Comm. On Banking, Finance and Urban Affairs, 99th Cong., 2nd Sess. 83 (1986)(Statement of Mindy Pollack,
Assistant General Counsel, Reinsurance Association of AmefSe .alspJoanne Doroshow and Adrian J.

Wilkes, Goliath: LloydOs of London ihe United Statesgenter for Study of Responsive Law (1988), 2730.
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insurance they thought they needed E The real beneficiaries of this litigation explosion
have been the lawyers.

As theNewsweekover story indicate? doctors were hit hard with skyrocketing insurance

rates. Insurerguickly blamed what they believed was occurring in the codérlitigation
explosion.hey demanded huge rate hikes from state regulators and convinced lawmakers that
the only way to bring rates under control was to limit the legal rights of injucghs , i.e.,

insurer payouts. In fact, insurers learned during this period that state regulators would give away
the store in rate increases. They also learned that they could easily take political advantage of
the situation by asking state lawmakerdimit victimsO rightsFor example, during this period
California enacted the Medical Injury Compensation Reform Act, or MICRA, which among

other things placed a $250,000 cap on-sconomic damages for malpractice victiths.
Pennsylvania enacted a lawmunizing all Pennsylvania municipalities from most kinds of

liability suits and limiting liability for even catastrophic events to $500,000 per occurfence.

Yet it turns out that there never was a Olitigation explosiaftéd insurers abandoned the

medical and product manufacturer lines, the federal government decided to review the situation
and not simply accept the insurerOs assertions that litigation was Oexploding.O Hunter was part of
the inter agency working group formed to look into the casid to report back specifically as to
whether a claimed OexplosionO of medical malpractice claims was causing the huge and sudden
jump in premiums that doctors were experiencing.

HunterOs research immediately found that data was not available tothissg@estion.

Insurers did not have such data. Therefore, working with the National Association of Insurance
Commissioners (NAIC), they undertook a clostaim study. The closed claim study revealed
that there was no OexplosionO of claims and tmatwlas no justification for the insurer actions.
The group concluded that the insurers padicked from lack of dataThey reported back to the
White House that the problem seemed attributable to insurer economiosgantidted with the

NAIC to createa new medical malpractice line of data in insurersO Annual Statements to enable
them to monitor the situation over time.

However, the political lessons learned by the insurance industry were clear: by blaming lawyers
andlitigation for a crisis that thandustry itself had manufactured, the industry could obtain
major changes in tort lavBbasically, gravy to their bottom line. Their clieBtbusinesses and

25ee, e.gOMalpractice Doctors in Revolt,lewsweekJune 9, 1975 [Gke measles in a nursery, doctorsO strikes
seem to be erupting all across the nation. What the doctorsodestprg is the skyrocketing cost of their

malpractice insurance premiums.O).

*SeeCal. Civil Code 83333.2.

1442 Pa. Cons. Stat. oo 858538. Notably, this cap continues to have tragic consequences for Pennsylvania
victims. Recently, a Philadelphia arpiry awarded $14 million to a young woman who had to have her leg
amputated while still a high school student, when a school bus plowed into a group of students. PennsylvaniaOs
$500,000 liability cap means the judge must ignore the jury (whose awardedc3 million so she can get things

like prosthetics) and reduce the award to themifsheOs lucky. As tiessociated Pressrote, OThe $500,000 cap
applies to all awards stemming from a single incident. And seven others have sued over iofarikes firash. If

the cap is upheld, Zauflik could be left to share the $500,000 with any others who win damage awards.0 OPa. jury
awards $14M for school bus crash that cost teen her leg when driver struck stusksusifled Pres®ecember

5, 2011.
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doctorsbwere more than happy to go along. It is a political strategy that worked in theg 1970
andcarried them through the next 35 years.

Soft Markeb19781984

The industryOs problems were due to price cuts taken
Oto the point of absurdityO in the early 1980s.
Had it not been for these cuts, there would not be
Oall this hullabalooOtabdatt system.O
Maurice R. Greenberg, AIG President and CEO
Business Insurance, 1986

The country then entered a-gigar soffmarket phase. During these years, insurers lowered
prices Oto the point of absurdity@nd insured poor risks around theiomjust to get the
premium dollars to invest, taking advantage ofule-high interest rates of the early 1980s.
This period was characterized by such risky underwritingtasactivelyinsuringthe MGM
Grand Hotelfor fire riskmonthsafter it hadburned down in a fireso the policy actually covered
a known event®

However, eventually, thesestonishingprice cuts became unbearable. Combined with dropping
interest rates and investment income, insurance insadgraled tahe industry that theoft

market period had to end. The industry needed to raise rates quickly and sharply. The following
guotes from industry insiders and trade publications tell some of the story leading up to the next
hard market, particularly how the industry pressutedoapetitors within the industry to stop
competing for premium dollars and to coordinate rate hikes. It also shows how the industry
again started taking advantage of the situation to press for Otort r&formO:

October 5, 1984: A survey by the leadinadie publication, thislational Underwriter

(NU), concluded that Oa tightening of the property and casualty insurance market in the
United States is underwayO but that Oan attrebsard approach to raising rates was

not being used.O Rather Oan accouattyunt review will determine future pricingO
according to the executive contacted by NU.

December 14, 1984: St. Paul, then the nation's largest medical malpractice insurer, told
NU that Othere is not a malpractice crisis around the cornerO and {raibéey in the
medical malpractice insurance field Ocan be dealt with through rate adequacy, improved
risk management, more intensive underwriting practices, and improved claims handling
ability and strategy’®

15 Greenwald, Olnsurers Must Share Blame: AIG HeBusthess Insurancéjarch 31 1986, p. 3.

% The Liability Insurance Crisidjearings Before the Subcomm. On Economic Stabilization of the House Comm.

On Banking, Finance and Urban Affairs, 9@thng., 2nd S&s. 83 (1986)(Testimony of J. Robert Hunter).

7 Quotes can be found at National Insurance Consumer Organization, OCrisis Creation ChronologyO (1986) (on file
with authors).

18 National Underwriter October 5, 1984, pp. 1, 74.

191d., December 14, 1984, p04
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December 21, 1984: At the National Assdicin of Insurance Commissioner's annual
meeting, there was no mention of any problems with the civil justice syStém,
indicates. Yet in the same edition of the NU, it was reported that the Insurance
Information Institute (111) would be launchingnaassve new advertising and public
relations effort Oto market the idea that there is something wrong with the civil justice
system in the United State€.0O

February 4, 1985. The President of ISO, Dan McNamara, told the ISO annual meeting,
OThe need for sigmant premium increases, especially for commercial lines, is absolute
for the next three yearsEDsiness Insuranceports?*

May 1985: ISO in conjunction with the National Association of Independent Insurers
released 01985 a Critical Year,O which pgroekhthat Othe brutal price war of the last

six years is over,O and that Osignificant premium increases are needed especially for the
current commercial lines producté.(p. 5)

Hard MarkeD19851988

During the prior six years, these companiesdncreas
doctorsO malpractice premiums some 300 percent.
Yet the number of claims against doctors had not gone up,
the amount paid out by insurance companies had not increased,
and the number of frivolous claims had not increased.
Michael Hatch, Commercen@oissioner of Minnesota,
Interviewed on ABCKlightline 1989.

By mid-1985, major companies were pressuring their competitors to start raising rates again, to
reduce or cancel coverage for policyholders and to use these events to start pressing for major
limits on the legal rights of everyday Americanscatied Otort reform.O The following quotes

are instructive®

June 10, 1985: Aetna President William O. Bailey told the National Association of
Insurance Brokers (NAIB), Oclearly another round afegricreases is absolutely

necessary for the businessO and that Othe time is right to start engaging in some serious
efforts for tort reform,O accordingBaisiness Insurance Crum & Foster Chairman John

K. Lundberg told the NAIB that Oa lot of people going to go without insuranc& O

June 18, 1985: GEICO Chairman John J. Byrne told the Casualty Actuaries of New
York, Oit is right for the industry to withdraw and let the pressures for reform build in the
courts and in the state legislatures,Qltaenal of Commerceeports. According to the

21d., December 21, 1984, pp. 1, 2, 46.

2 Bysiness Insuranc&ebruary 4, 1985, p. 16.

%2 National Underwriter May 1985, p. 5.

23 Quotes can be found at National Insurance Consumer Organization, OCrisis Creation ChronologyO (1986) (on file
with authors).

4 Business Insurangdune 10, 1985, p. 3.
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Journal of CommerceMr. Byrne told the actuaries that Othe insurance industry should
quit covering doctors chemical manufacturers and corporate officers and diréttors.O

June 28, 1985: Only six months aftee tNAIC annual meeting at which no mention was
made of a Ocivil justice crisis,O NU reports that talk of Ocivil justice system abusesO
dominates the NAIC migear meeting®

September 6, 1985: NU reports, Othe quick reversal in underwriting standarderhas
shocking.O An NU review notes that Owe have received reports of major markets placing
moratoriums on all new business;O that medical malpractice insurance is Orapidly
becoming hard to find;O and that in general liability Owhat has occurred Busratoe

basic 1SO rating subject to a minimum 20% surchar@EO

Indeed by early 1986, the hard market was in full swing. Manufacturers, municipalities, doctors,
nursemidwives, daycare centers, neprofit groups and many other commercial customers of
liability insurance, found themselves in the midst of a Ocrisis.O Insurance rates were
skyrocketing, up 300 percent or more for some. Many could not find coverage at any price. The
situation received extensive media attention, sudfirae Magazin®arch 1986 cover story

entitled, OSorry, Your Policy is Cancelléd.O

Notably, this hard market stopped at no state boundary. It oceunettier or not a state had
placated the industry during the prior hard market and stripped victims of their legal ifgint
example Pennsylvania municipalities were again hit with rate hikes even though the state had
severely capped their liability at $500,080ln California, which had capped negonomic
damages for injured patients at $250,000 with no inflationsaaient (MICRA), doctors saw

their rates jump as weif

Not surprisingly study after study that examined the property/casualty insurance industry found
that the Oinsurance crisisO was airsiifted phenomenon caused by the mismanaged
underwriting pratices of the industry itself, leadirBusiness Weakagazine to explain:

% Journal of Commercelune 18, 1985, p. 10A.

% National Underwriter June 28, 1985, p. 1.

271d., September 6, 1985, pp. 8, 82.

28 George J. Church, OSorry, Your Policy Is Cancelkith® MagazineMarch 24, 1986

29 pennsylvania Local Government Comm. Hearing on Municipal Liability Insurance, September 2R&/9@%,
Recommendations and Summary of Testin(b®§5).

39 OMICRA was enacted in 1975. However, premiums continued to rise. By 1988, twelvafyestse passage of
MICRA, California medical malpractice premiums had reached aimadlhigh©450% higher than 1975, when
MICRA was enactedDuring the mid 1980s, California malpractice premiums increased by more than 20%
annually. Insurance companies arg that premiums continued to increase after MICRAOs passaaese of court
challenges to the law; the California Supreme Court upheld the damagel@g5. Despite that ruling, however,
malpractice premiums in California increased man@matically h 1986 than any year since the passage of MICRA.
Between 1985, when the cams upheld, and 1988 [when voters passed Prop. 103, a strong insurance regulatory
law], malpractice premiums soared 479 @sumer Watchdog, How Insurance Reform Lowered Dodtted{al
Malpractice Rates in California and How Malpractice Caps Fai{l2d03), found at
http://www.consumerwatchdog.org/resources/1008.pdf.
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Even while the industry was blaming its troubles on the tort system, many experts
pointed out that its problems were largely sedde. In previous years the industry had
slashed pces competitively to the point that it incurred enormous losses. That, rather
than excessive jury awards, explained most of the industryOs financial difffculties.

The Ad Hoc Insurance Committee of the National Association of Attorneys General concluded
after studying the OcrisisO in 1986:

The facts do not bear out the allegations of an OexplosionO in litigation or in claim size,
nor do they bear out the allegations of a financial disaster suffered by property/casualty
insurers today. They finally daohsupport any correlation between the current crisis in
availability and affordability of insurance and such a litigation Oexplosion.O Instead, the
available data indicate that the causes of, and therefore solutions to, the current crisis lie
with the insirance industry itseff

State commissions in New Mexico, Michigan and Pennsylvania reached similar conclusions.
Insurance industry executives also admitted this internally. As noted earlier, in 1986, Maurice R.
Greenberg, then President and Chiefdtxiee Officer of American International Group, Inc.,

told an insurance audience in Boston that the industryOs problems were due to price cuts taken
Oto the point of absurdityO in the early 1980s. Had it not been for these cuts, Greenberg said,
there woutl not be Oall this hullabalooO about the tort sydtem.O

But to the public and to lawmakers, insurers told a different storyM&ah 19, 1986, the

Journal of Commerceeported that the Insurance Information Institute (l1l) was beginning a $6.5
million nationwide advertising campaign designed in 1110Os words to, Ochange the widely held
perception that there is an insurance crisis to a perception of a lawsuit crisis.O

It is no coincidence that the American Tort Reform Association (AT formed arouhthis
time, representing hundreds of U.S. and foreign corporations in their bid to overhaul civil
liability laws at the state and national levels. In his 1995 report for the Washivagted group
Essential InformationJohn Gannon found nearly 40 ATRA mbkers were insurance companies
or insuranceelated organizations and six ATRA directors worked for insurance companies or
law firms that frequently represented insurérgegal Timesalso reported that, Omost of
[ATRAOQs] funding comes from large corperdonors. Insurance firms E are each good for
$50,000 or $75,000, one unnamed lobbyist familiar with the Association told the public¢ition.O

3 OWhat Insurance CrisisBasiness WeeKanuary 12, 1987.

32 Francis X. Bellotti, Attorney General of Massachtsett al. Analysis of the Causes of the Current Crisis of
Unavailability and Unaffordability of Liability InsurancéBoston, Mass.: Ad Hoc Insurance Committee of the
National Association of Attorneys General, May 1986).

# see, e.gNew Mexico State Ldglature,Report of the Interim Legislative WorkmenOs Compensation Comm. on
Liability Insurance and Tort ReforlNovember 12, 1986; Michigan House of Representatiesly of the
Profitability of Commercial Liability Insurancé&jovember 10, 1986; Insuram€omm. Pennsylvania House of
Representativesjability Insurance Crisis in Pennsylvani&eptember 29, 1986.

34 Greenwald, Olnsurers Must Share Blame: AIG Heukdess Insurancéjarch 31 1986, p. 3.

3 John GannonTort Deform- Lethal BedfellowsEssetial Information, 1995, pp. 235.

3 OProponents of Refornt,&gal TimesApril 17, 1995cited inKen SilversteinSmoke & MirrorsPublic Citizen
Congress Watch, 1996, p. 11.

Repeat Offenders, Pat@



Insurance industrprint ads started running in media outlets, with such misleading headlines as
The Lawsuit Gsis is Bad for Babies, The Lawsuit Crisis is Penalizing School SgatSven

Clergy Can't Escape the Lawsuit Crisgppearing irReaders' Digest, TimendNewsweekas

well as in Sunday magazine supplemetitdn 1986, Congressman John J. LaFalcé\(¥.)

asked the Il to submit information to Congress to back up the OclergyO ads, for example. During
1986 congressional hearings, LaFalce announced:

The information they gave us would lead us to conclude that there are only about a dozen
of these religias malpractice cases pending throughout the country, and that the only one
that has gone to trial was dismissed in favor of the defendant. In other words, ... at the
time these ads were run, the insurance industry had not yet paid out one cent pursuant to
any court judgment in any of these cases. Yet, they form an integral part of its national
advertising campaigr®

Insurance companies and other insurance trade associations complemented the Il campaign with
their own ads. For example:

Johnson & Higginsan several ads in 1985 and 1986. One that appearedWathe

Street Journabn November 19, 1985, stated, Othe mounting wave of losses, which last
year cost insurers more than $116 for every $100 of premium taken in, has forced
insurers to act defensly. Most have stopped offering pollution insurance entirely and
have cut back on other vital liability coverages E Nothing has done more to create this
ominous situation than the field day plaintiffs are having in cdart.O

Aetna ran a series of adsif87. One contained a pajliote that read, OSomehow

weOve managed to create a [civil justice] system that makes good people behave badly.O
The ad blamed the civil justice system for the fact that Oinsurers, whose reasons for being
in bu%gess is to pbaoisks so that they are affordable, start looking for reasons not to take
risks.

Just as in the mid970s, state legislatures, regulators, and voters in ballot initiative states, were
again told by business and insurance lobbyists (and their PR thatghe only way to bring

down insurance rates was to make it more difficult for injured consumers to sue in court. For
example:

At a 1986 meeting of National Association of Insurance Commissioners, lowaOs
commissioner, William D. Hager, remarked, ©Tfsurance industry has argued for
some time that insurance rates and availability are predicated upon the high costs
associated with the expanding tort system. It should clearly follow, therefore, that

3" Herbert, 0$6.5 Million In Ads Targets Lawsuit Crisi@rnal of CommergeéMarch 19, 1986, p. 1.
3 The Liability Insurance CrisisHearings before the Subcomm. on Economic Stabilization of the Comm. on
Banking, Finance and Urban Affaildpuse of Representatives, 99th Cong., 2d. Sess., Part 1, July 23, 1986, p. 2.
39 Stephen Daeis, OThe Question of Jury Competence and the Politics of Civil Justice Reform: Symbols, Rhetoric,
%nd Agend&Building,0 52.aw & Contemp. Prob261 (1989).

Ibid.
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insurance rates will decrease and the availahifigrove with the advent of legislative
reforms of the tort systenf’O

lowaOs Attorney General Tom Miller asserted in 1986, OReforms are needed to reduce

tort liability in the state and consequently cut spiraling insurance fates.O

A spokesman for theékas Medical Association promised in 1986, OIf significant tort
reform is passed next year, there will be an immediate stabilization of prenffums.O

In its March, 1987 newsletter, the Association for California Tort Reform, announced,
O[D]oes significanieform mean lower insurance premiums? Yes!O

Ralph Gaines, Jr., a spokesman for the Alabama Civil Justice Reform Committee, said in

1987, Origorous and meaningful tort reform will go a long way to reduce rates in
insurance premiums®

In New York in 198, just months after state lawmakers responded once to the insurance

crisis by enacting major Otort reforms,O Minority Leader Clarence D. Rappleyea (R
Norwich) called for even more changescomplete elimination of joint and several
liability and a $25@00 cap on Onegconomic damages saying these measures were
still needed Oto ease the liability insurance crigis.O

To garner support for FloridaOs Amendment 10, the unsuccessful 1988 ballot initiative

that would have capped noneconomic damages & @10, the Florida Medical

Association argued that Othe cap was a necessary tradeoff to stop spiraling insurance

rates.§

Doctors in Montana and their insurers said in 1988, Oif tort reform is enacted to make the

system more predictable, insurance ratiisstabilize or drop.®

In a November 7, 1988, editorial entitled OPrepare for the backlashi&itnel

Underwriter,an insurance trade publication, bluntly conceded, OLet's face it. The only

reason tort reform was granted in many states is bepaogée accepted our argument
that it was needed to control soaring insurance rates.O

Threats and intimidation by reinsurers were an additional driving force behind the liability
insurance crisis of the mitl980s. Evidence gathered by over a dozen dtaimays general for

I Kenneth Reich, Olnsurers told rate cuts must precede more legal riefsriuideles Tin'eDecember 14, 1986.
2 Scott Sonner, OMiller calls for liability reforntJ@l, February 21, 1986.

3 UPI, October 24, 1986.

4 Dana Beyerle, OCivil liability law reform urgedl®l, April 7, 1987.

5 OTort Reform, Banks on NY Insurance Agenday@nal ofCommerceJanuary 22, 1987.

“% Stephen Koff, OVoters deal hard blow to limits on liabili§t,GPetersburg Timeblovember 9, 1988.

" Mike Dinnison, OlIn rural areas, doctors are delivering sad message to rtmtie(d.os Angeles Time#ay 1,
1988.
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an antitrust’® class action filed in 1988, and settled in 1995, found that a number of insurance
and reinsurance companies had helped cause the insurance crisis by restricting coverage to
commercial customers and raising prices, angadin atmosphere intended to coax states into
enacting Otort refornt?OAccording to the antirust complaint, LloydOs of London became the
locus of meetings and discussions for a coordinated industry effort to raise commercial insurance
rates, abandon dain lines of coverage, change the standard terms of coverage used by the
majority of the industry and enact Otort reforits.O

The influence of reinsurers over rates was effective even over gwet@d mutual insurance
companies, which account for neathan half the medical liability insurance in this country and
should be independent of the profit considerations that motivate pricing decisions by the rest of
the industry:

In 1985 testimony before the Maryland GovernorOs Task Force on Maryland Mutual
SocietyOs request for a 70 percent rate increase for OB/GYNs (when a 10 percent
reduction was justified), the companyOs president stated, Oln order to keep [reinsurersO]
participation on cover we had to accede to some strong suggestions from the eefasurer
beef up the rate charged to the OBOs and it might be relevant to point out Med Mutual
is...the only company in the state writing OB®s.O

In 1987, after heavy lobbying by the Medical Mutual Society, MarylandOs legislature
passed a bill to limit caditeral source payments in medical malpractice cases. According
to Maryland Delegate Lawrence Wiser, in early August 1987, John Spinella, then of
Medical Mutual, was asked why there was little rate reduction as a result of the new
collateral source law. ghella replied that there would not be much rate impact because
Medical Mutual still had to pay the same premiums to their London reinsérers.

In Arizona in April 1987, the Mutual Insurance Company of Arizona (MICA) announced
medical malpractice ratedgreases averaging 36 percent across the board, with some as
high as 50 percent, despite a whopping $38 million surplus, up 23 percent from 1985.
MICA said the surplus was needed to maintain a 1:1 premium/surplus ratio, which it
claimed was required by thfgizona Department of Insurance (DOI). DOI director Dave
Childers, however, denied that his department had ever required such a premium/surplus

“8The U.S. Supreme Court has held that insurance companies may not boycott their insureds by agreeing to deny
them coverage entirelySt. Paul Fire & Marine Inc. Co. v. Barrgi38 U.S. 531 (1978).

“9'In re Insurance Antitrust Litigation(MDL No. 767, No. G88-1688 [CAL] (N.D. Cal.):The State of Texas V.
Insurance Services Office, Inc., etldh. 439089 (Tex. Dist. Ct., Travis Co., 53idd. Dist., filed March 22, 1998).
See alsoQFinal Approval Given To Insurance Antitrust Settlemevie&leyOs LitigatioReportsApril 18, 1995;

OTen States Announce They Will Join Antitrust Suitss@rance Antitrust & Tort Reform Repodyyne 15, 1986;
Joanne Doroshow and Adrian Wilké&gliath: LloydOs of London in the United Sta@enter for Study of
Responsive Law1988), text accompanying n.-7&; pp. 6995.

*0 In re Insurance Antitrust LitigationMDL No. 767, No. G88-1688 [CAL] (N.D. Cal.):The State of Texas V.
Insurance Services Office, Inc., etldh. 439089 (Tex. Dist. Ct., Travis Co., 53rd Jud. DidedfMarch 22, 1998).

*1 The Liability Insurance Crisiiearings Before the Subcomm. On Economic Stabilization of the House Comm.
On Banking, Finance and Urban Affairs, 9&thng., 2nd Sess. 83 (1986)(Testimony of J. Robert Hunter) (Exh. I,
Sheet 1).

*2 Tdephone Interview byoanne Doroshowith Delegate Lawrence Wiser, October 13, 1987.
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ratio>® Six months later, during a subcommittee hearing of the Governor©s Committee in
Medical Malpractice Isurance in Arizona, Woody Beckman, MICAOs actuary,

implicated the reinsurance industry as responsible for both the high surplus and the
premium increases. According to task force member Jim Roush, staff director of
Fairness and Accountability in InsurarReform, OThere were...several legislators in
attendance who remember, as | do, that it was a whole new defense of the surplus and
certainly the first time any of us had heard of any linkage to the reinsurance marketE.O

Some of the threats directed at/faakers at that time were quite brash. In 1985, attorney Jeff
Johnson of the U.S. law firm LeBoeuf, Lamb, Leiby and MacCiakloydOs U.S. counsgl
told Alaska state legislators:

If you change your tort laws in Alaska, you will have a market here thieerest of the
United States will not. LloydOs is pulling out of the United States as a reDthagr
have already pulled out of Connecticut, New York and New J&sey theyOre
continuing to pull out of more stat&s.

As a result, AlaskaOs Directdrinsurance, John George, proceeded to tell AlaskaOs Defense
Council, OLloydOs is threatening to pull out of the United States, in fact they are pulling out of
the States one by one, but they will stay in Alaska if we enact tort reform. If we all work
together we might be able to steam roller this legislatibr{&laska responded by enacting a
broad Otort reformO bill.)

Meanwhile, Lonqf)s was also telling the U.S. Congress that AmericaOs tort system was to blame
for the companyOs underwriting lossgsS. Representative John LaFalceN®) noted:

Both American reinsurance companies and the foreign reinsurers, or alien reinsurers, in
particular the LloydOs of London market, argue that they were more severely hit in terms
of declining profitability in1984 and 1985, than the primary insurers. The major reason
given by these reinsurance groups for their declining profitability is tioaltexd

explosion in tort litigatior?®

33 Letter from Jim Roush, Staff Director, Fairness and Accountability in Insurance Reform to Joanne Doroshow,
E(ienter for Study of Responsive La@ctober 8, 1987.

Ibid.
5 LeBoeuf, Lamb, Greene and MacCrae is the firmOs current name.
*% The Liability Insurance Crisiiearings Before the Subcomm. On Economic Stabilization of the House Comm.
On Banking, Finance and Urban Affairs, 99th Cong., 2esk. 83 (1986)(Testimony of J. Robert Hunter)(Exh. I,
sheet 3)(Excerpt from Report of Casualty Insurance Colloquium held for Alaska State Legislators by the Insurance
Industry, September 17, 1985)(Statement by Jeff Johnson).
" Summary of Casualty Insurea Colloquium held for Alaska State Legislators by the Insurance Industry
(September 17, 1985)(Statement from summary of presentation of John George, Director of Insurance, State of
Alaska).
*8 The Liability Insurance Crisi{earings Before the Subcommn &conomic Stabilization of the House Comm.
On Banking, Finance and Urban Affairs, 99th Cong., 2nd Sess. 83 (1986)(Statement of Hon. John J. LaFalce,
Chairman of Subcomm.).
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Yet when a U.S. Senator sought statistics on LloydOs payouts on U.S. d@am@slwould not
supply this informatior? And despite its threats, LloydOs never pulled out of the United States.
In fact, within two years, desperately in need of U.S. business, LloydOs representatives began
attempting to smooth over any evidence ahdiawal and minimize their earlier intimidation of
U.S. companies and public officiafs.

During this periodgreat pressure was brought to bear on state legislatures to enattedo

Otort reformsO after being told by insurance companies and b#tehistwas the only way to

reduce skyrocketing insurance rates. Lawmakers in some 46 states succumbed to this pressure
and passed many-salled Otort reforms.O A summary list of laws passed during this period can
be found in Appendix A of th€enter fo Justice & Democracgtudy,Premium Deceit: The

Failure of OTort ReformO To Cut Insurance Prftes.

In 1989, as a new soft market phase was beginning, Michael Hatch, then Commerce
Commissioner of Minnesota, released an investigation of two malpracticerm#cluding the
countryQOs then largest, St. Paul. Hatch found that during the prior six years, these companies had
increased doctorsO malpractice premiums some 300 percent. Yet the number of claims against
doctors had not gone up, the amount paid guhsurance companies had not increased, and the
number of frivolous claims had not increased either. In response to a question by ABCOs
Nightlineas to how this could happen, Hatch responded, OBecause they had the opportunity to do
it. There was a limitg market. People need coverage. The companies knew they had a corner on
it, and they raised their rates accordingf.O

Indeed, there was never any evidence in any area of claims OexplodingO irl9&0s)itut
rather a consistent increase in claimsraune roughly equal to inflation. However, premiums
had explode§®

The National Association of Insurance Commissioners undertook a major study of what
happened, publishing its findings in 1991 in a document cal@gcles and Crises in
Property/Casu#f Insurance: Causes and Implications for Public Poli¢y2A0C concluded that
these cycles were real and caused by some or all of three contributing factors:

1. Adverse shock losses that move insurers away from their target leverage ratios leading
to supacompetitive (excessive) prices,
2. Changes in interest rates, and

%9 Letter from R. Hazell to Sen. John Danforth, Chairman of the Senate Comm. @me@mmScience and
Transportation, April 2, 1986.

€0 See, e.gOLloydOs Forecast is BullisBoOrnal of CommerceSeptember 8, 1987.

®1 See Premium Deceit: The Failure of OTort ReformO to Cut Insurance P8eeser for Justice & Democracy
(1999), foundat http://centerjd.org/system/files/PremiumDeceit.pdf

%2 Nightling, February 14, 198D(scussion of medical malpractice insurance premiums with Ted KopB&)( St.
Paul Companies spokesperson David McDonell, Minnesota Department of Commerce Commniishuanr
Hatch and Dr. Christopher Foley; taped segment with James WARE},(Dr. Donald Gehrig, St. Paul Companies
spokesperson Timothy Morse, Hatch, McDonell, and insurance actuary Martin Simons).

% For national premium and claims data in the mediwapractice line, for examplegeTrue Risk: Medical
Liability, Malpractice Insurance and Health Card@mericans for Insurance Reform (2009), found at
http://www.insuranceeform.org/TrueRiskF.pdf, p. 14 and Exh. A.
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3. Undetpricing in soft markets.

The report stated that regulators saw Oconsiderable price cutting in soft markets which depletes
surplus and increases the severity of the reversal thieemarket tightens.O This is particularly

true in what are called OletaglO lines like medical malpractice, which hhsut a 5 to 10 year

lag between when premiums are paid into and losses paid out by the insurer.

At the time, ceauthor Hunter (and bers) called for increased regulation to keep prices from

being excessive during hard markets and inadequate during soft markets. The NAIC was
cautious about this type of recommendation, in part because it would have required insurers to
raise prices dung the soft part of the cycle. This would be a difficult political step to take to be
surebyet necessary to mitigate the damage of cyclical excesses. However, with the exception of
CaliforniaDs 1988 voter initiative, Prop. £b8his type of insuranceate regulation was not

enacted in states following the devastating hard market of the 1980s.

Soft Markeb1988001

O[M]any tort reform advocates do not contend that
restricting litigation will lower insurance rates,
and OlOve never said thaear@@®O
ATRA General Counsel Victor Schwartz
Liability Week, 1999

For the next 13 years or sates stabilized and availability improved everywhéfrhe strong

financial markets of the 1990s expanded the usuat®ikOyear soft market phase of thgcle.

No matter how much insurers cut their rates, the insurers wound up with a great profit year when
investing the float on the premium in this amazing stock and bond market. Further, interest rates
were relatively high as the Fed focused on inflatiblotably, this improvement occurred

whether or not a state had enactedaited Otort reform.O As thatashington Insurance
Commissioner Dick Marquardt put it in a 1991 report, it wagp@ssible to attribute stable

insurance rates to teldw change®sr the damage cap. (Rates also improved in states that didn't
pass tort reform.)®.

An interesting political phenomenon occurred during this prolonged soft market: the Otort
reformO movementOs principal justification for Otort refspiking insuranceatesb

evaporated. This led to some interesting admissions by representatives of this movement. For
example, as noted earlier, towards the end of this soft market peri@gritex for Justice &
Democracypublished a 1999 study callBdemium Deceibthe Failure of OTort ReformO to

Cut Insurance PricesThe study was the firstver look at 14 years of property/casualty

insurance price trends nationwide. The study found that the enactment of laws that restrict
injured victimsO rights to go to court hamimpact on rates. States with little or no tort law
restrictions experienced approximately the same changes in insurance rates as those states that
enacted severe restrictions on victimsO rights.

%4 See Consumer Watchdog, OPropositl@3® Main Provisions and Status,O found at
http://www.consumerwatchdog.org/feature/proposil@$ main-provisionsandstatus
%5 OHealtiCare Reforn®BushOs Insuran€ap Plan A Proven FailureS2attle Timedylay 16, 1991
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When asked to comment on these findings, Sherman Jugstdent of the American Tort

Reform Association toltliability Weekon July 19, 1999, OWe wouldnOt tell you or anyone that

the reason to pass tort reform would be to reduce insurance rates.O ATRA General Counsel
Victor Schwartz told the same publicatjidD[M]any tort reform advocates do not contend that
restricting litigation will lower insurance rates, and OlOve never said that in 30 years.00 And when
the Center for Justice & Democracy reissieemium Deceiin 2002, Debra Ballen, American
InsuranceAssociation executive vice president, responded in a March 13, 2002 news release,
Olnsurers never promised that tort reform would achieve specific savings.O In other words, these
spokespeoplessentially confirme®remium Deceit@®nclusions, in strikingontrast to the

industryOs heated Otort reformO rhetoric during both of the prior two hard markets. It was not to
last.

In 2000, the market started to turn again with a vengeance as the Fed cut interest rates again and
again. The prolonged soft markeds finally about to end.

Hard Markdé®200202006
OA decade of skighted price slashing led to
industry losses of nearly $3 billion last year.
Ol don't like to hear insucanggany executives say
itOs the tort [injavy] systemitOs sdrfflicted,O
says Donald J. Zuk, chief executive of Scpie Holdings Inc.,
a leading malpractice insurer in California.O
Wall Street Journal, 2002

On September 11, 2001, the cycle was already about to turn. The terrorist attacks sped up the
advent of the &ird market, collapsing two years of anticipated price increases into a few months.
Some seasoned industry analysts saw this as gougitged, said one insurance consultant,
O[T]here is clearly an opportunity now for companies to price gdagd itOsappeningE. But

| think companies are overreacting, because they see a window in which they cdf do it.O
Another put it this way: OA simple way of saying it is that adversity breeds opportunity. ThatOs
probably a little too crass. But thatOs the waigatdpoks at it.& Indeed, by 2002, a new
insurance Ohard marketO was underway, this time impacting property as well as liability
coverages, especially the medical malpractice lines of insurance, with rates going up 100% or
more.

In addition, in 2001one of the countryOs largest medical malpractice insurance companies, St.
Paul, pulled out of the medical malpractice insurance market, creating significant supply and
demand problems in some states. According to a June 24 \V2a0%5treet Journalront-page
investigative article, St. Paul, with a 20 percent share of the national market, pulled out after
having mismanaged its underwriting and reserves during the prior soft market period. A few
smaller companies took St. PaulOs lead and collapsed.atheffzeleading medical malpractice

66 Jeanne Hollister, consultiragtuary, TillinghasTowers Perrin, quoted in, OAvoid Price Gouging, Consultant
Warns,National Underwriter January 14, 2002. )

87 Joseph B. Treaster, OlnsurersO Outlook (Unexpectedly) Good, Despite Big Sleimégtk TimesDecember
17, 2001.
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insurer described problems in the med mal insurance market: Ol donOt like to hear-insurance
company executives say itOs the tort [injany] systenDitOs selinflicted.&®

As one insurance industry insider also pin i2001: OThe [medical malpractice insurance]

market is in chaos.... Throughout the 1990s ... insurers were ... driven by a desire to accumulate
large amounts of capital with which to turn into investment income. Regardless of the level of ...
tort refom, the fact remains that if insurance policies are consistently underpriced, the insurer
will lose money.&

But again, policymakers were not listening to experts like this, who were explaining what was
now a very familiar patternlnstead, federal argliate lawmakers and regulators (and the general
public) once again turned to medical and insurance lobbyists for an explanation as to why
doctorsO insurance rates were rising. The lobbyists had one explanation: exploding tort system
costs. The industry gned and, worse, convinced doctors to believe that patients who filed
medical malpractice lawsuits were being awarded more and more money, leading to unbearably
high OlossesO for insurers. Insurers stated that to recoup money paid to patients, medical
malpractice insurers were being forced to raise insurance rates or, in some cases, pull out of the
market altogether.

However, as many studies showed, this was false. For exafnpdeicans for Insurance
Reform2007 analysis of medical malpractice clamnsl premiums showed the followifY:

Inflation-adjusted payouts per doctor failed to increase between 2001 and 2004, a time
when doctorsO premiums skyrocketed.

Medical malpractice insurance premiums rose much faster in the early years of 20000s
than wasystified by insurance payouts.

At no time were increases in premiums connected to actual payouts.

During this same period, medical malpractice insurers vastly (and unnecessarily)
increased reserves (used for future claims) despite no increase inspayany trend
suggesting large future payoufBhe reserve increases in the years 2001 to 2004 could
have accounted for 60 percent of the price increases witnessed by doctors during this
period.

Indeed, according to A.M. Best, reserves were Oredun(@antXcessive) between 2002 to

2004* In those years, insurers told lawmakers that they needed to raise rates dramatically for
doctors in order to pay future claims. It wasnOt true. But as explained earlier, as reserves went
up, so did rates.

% Chrisbpher Oster and Rachel Zimmerman, Olnsurers® Missteps Helped Provoke Malpractice\@alriStse®O
Journal June 24, 2002.

% Charles Kolodkin Medical Malpactice Insurance Trends? Chaos!,O International Risk Mgmt. Institute
(September 2001).

"0 Stabk Losses, Unstable Ratdsnericans for Insurance Reform (2007) founthtip://www.insurance
reform.org/StableLosses2007.pdf

" A.M. Best, OSolid Underwriting Undercut by MPLIOs Investment Logest@s Special Repakpril 27, 2009
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In a2005 study of the 15 leading medical malpractice insurance comp&niesy@r Missouri

Insurance Commissioner Jay Angoff found that during the period2000 the amount the

major medical malpractice insurers collected in premiums more than doubleslftveilclaims
payments remained essentially flat. The report also found that many insurers substantially
increased their premiums while their claims payouts were decreasing, and that some insurers also
reduced projections of their ultimate payouts wiitgeasing their premiums. Specifically, the
insurers increased their net premiums by 21 times the increase in their net claims payments. In
addition, AngoffOs report found that the leading malpractice insurers accumulated record
amounts of surplughe exra cushion insurensold in addition to the amount they have set aside

to pay estimated future claimduring the prior three years.

To say medical malpractice insurers did well during this period would be an understatement.
Despite their lobbying pason that medical malpractice claims and lawsuits were making it
difficult for them to survive, these companies thrived. In fact, they did so well during this hard
market that, while every other sector in the economy began suffering through a globatiecon
crisis, medical malpractice insurers had Oa very good3%206& came Oafter posting record
profits in 2007.& A 2009 study byAmericans for Insurance Reforfound that by every
measuremedical malpractice insurer profits wdmgherthan the resof the property casualty
industry, which itself had been remarkably profitable during the pé&tiod.

AIR also found, once again, thathtes that had resisted enacting severe restrictions on injured
patientsO legal rights during the prior two hard mskgierienced rate changes similar to those
states that had enacted severe restrictions on patientsO rights, i.e., there was no correlation
between Otort reformO and insurance rates for d6ttors.

But becauseates were so high for doctors and hospitaésyevhere, and coverage unavailable

for some, doctors threatened to leave states or give up medicine entirely and were told to blame
juries, judges and injured patientrade and business associations conveyed that message to
lawmakers and the public eyarhere in campaigning for more-salled Otort reform.O For
example:

The American Medical Association (AMA) announced in March 2002 that it planned to
lobby lawmakers and courts in at least 25 states and mount an ad campaign that raised
public supportdér Otort reform.O In explaining the AMAOSs position, President Richard
Corlin claimed that limits on injured patientsO rights to sue were needed because O[m]any
practitioners, both generalists and specialists, just canOt afford the liability premiums,
forcing them to retire early, limit their practice or relocdte.O

"2 Jay Angoff Falling Claims and Rising Premiums in the Medical Malpractice Insurance Indu@ényter for
Justice & Democracy (2005) found at http://centerjd.org/system/filess/ANGOFFReport.pdf
3 A.M. Best, OSolid Underwriting Undercut by MPLIOs Investment Lo&est@spfecial ReportApril 27, 2009.
74 (i

Ibid.
> See True Risk:Medical Liability, Malpractice Insurance And Health Cafemericans for Insurance Reformuly
2009) found abttp://insuranceeform.org/pr/090722.html
©1bid.
7‘7 Simon Avery, ODoctors vow tort oef to reduce insurance costdg3ociated Presarch 11, 2002 See alsp
OAMA: To Campaign For Malpractice Tort ReforrAj@erican Health LineMarch 13, 2002.
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In January 2002, the American Association of Health Plans (AAHP) and the Physician
Insurers Association of America (PIAA) announced #dsato-chairs of the American

Tort Reform Association@TRA) Medical Liability Committee they would Owork at

the state and federal level to educate opinion leaders on the consequences of frivolous
lawsuits on health care access and quaffty.O

ATRA announced in December 2001 that O[s]Jome physicians in passtern

Pennsylvania have already abandoned their practices because of skyrocketing insurance
premiums, opting to retire early or move to states where premiums cost much less.
Pennsylvania, like other states where malpractice insurance rates havarstaed

absence of meaningful civil justice reforms, is facing a physician shortage crisis.
Legislators in PennsylvaniaOs General Assembly have promised to address liability
reform in January to help keep their doctors from leaving the sfate.O

Dave Golen, director of commercial lines at the National Association of Independent
Insurers, argued: OIf insurance companies can spend less defending themselves and the
doctors they insure in court, the cost of doing business and practicing medicine in West
Virginia can return to normal levels. Otherwise, doctors will continue to flee and turn to
states where the litigation climate and insurance rates are more pal#table.O

In a March 2003 policy paper called ODoctors on Strike,O Bruce Bartlett, wrote,
ORecentlythere have been numerous press stories about doctors striking to protest high
medical malpractice premiums. This is just the most obvious evidence that something is
fundamentally wrong with the nation's tort liability system. A number of reports suggest
that the cost is growing out of control, imposing a de facto tax on all Americans that is
slowing economic growth and investment, while doing little for those suffering real harm.
E But the cost of compensating people for these problems has been goingdip ra
without any evidence that the underlying causes are increasing.

During this periodCongress was heavily pressured by some political forces, including President
George W. Bush, to enact federal medical malpractice litigation limits. The U.3e Sena
considered such bills at least five times between 2003 and 2006, but rejected them decidedly
each timé! However, mangtate lawmakers once again succumbed to the same pressure and
did enact state Otort reformO laws, focusing heavily on limitinggtiis df patients injured by
medical negligence. In Texas, for example, voters were coaxed into voting to change their own
state constitution to allow their own rights to be stripped awdne insurance industry and

8 G\AHP Partners with Physicians to Fight for Medical Malpractice Reform; AAHP t€kair American Tort

Reform Association's Medical Liability Committed@ NewswireJanuary 10, 2002.

9 American Tort Reform Association, Olnsurance Rate Hikes Force Pennsylvania Doctors To Close Doors,O
December 19, 2001, found latp://www.atra.org/alert.fl.i?aid=7265

8 OTort Reform Necessary To Quell WV Medical Malpractice CriBimgertyandCasualty.com Newecember

14, 2001.

8 The Senate failed to invoke cloture on 7/09/03 (S.11); 2/24/04 (S.2061); 4/07/04 (S5228/06 (S.22 and

S.23). Most His of these would have imposed hard remonomic damages caps of $250,000; some applied only to
certain types of malpractice; some allowed a limited stacking of damages depending on the number of defendants.
See, Dana Milbank, OTake Two of These and@aMext Year,&ashington PosMay 9, 2006.
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regulators made loud promises at tieetithat if this happened and OcapsO on damages were
passed, insurance companies would lower insurance rates for doctors. Caps were indeed
enacted. Yetimmediately thereaftemajor insurers requested rdiikesas high as 35 percent
for doctors and 65avcent for hospital® As reported in thélouston Chronicle

House lawmakers sent a stern message to insurance companies Thursday: Medical
malpractice lawsuit reforms passed last year were meant to help dawbitzoost

profits. Republicans and Denrats who supported the legislation suggested that
lawmakers might consider mandatory rate rollbacks if doctors don't get significant rate
relief E. Texas Medical Liability Trust is the only major carrier to agree to reduce rates.
Others have tried to ragates. About 60 percent of Texas doctors have not seen a rate
decrease, the commissioner s&id

Of course, rates failed to drop because the country was still in the midst of a severe Ohard
market.O Rates were not coming down for an{ired.

Sot Marke20062011

OOWe are all competing more aggressively with more capit
for a pie that keeps shrinking,O he said, explaining why the
market is not hardening. OItOs going to take outside forces.
| think a natural disaster, a natural pdgester,
could be a causative event that could turn the market.O¢
Nick Cortezi, CEO, All Risks,
Insurance & Financial Advisor, 2010.

According to A.M. Best, after reaching a high of 14.2% in 2003, medical malpractice premium
growth began dropping agridecreasing by 6.6% nationally in 2007, and an additional 5.3% in
2008%* The growth of insurance pure premidfar loss cost&® as compiled by thinsurance
Services Office (ISO3howed the same trend. Loss costs, or pure premiums, are the component
of insurance rates that should be affected by verdicts, settlements, payoutsal@dsOtort

reform.O It ishe largest part of the premium dollar for most lines of insurance. According to

the ISO®’ the same cyclical pattern was at work, with the ggereases between 202Q05,

82 E.g.Darrin Schlegel, OSome Malpractice Rates to Rise Despite Proplal@ion ChronicleNov. 19, 2003;
Darrin Schlegel, OMalpractice Insurer Fails in Bid for Rate Hitey@ton ChronicleNov. 21, 2003(October
2003 rate filing from Texas Medical Liability Insurance Association (JUA) to Texas Department of Insurance).

83 Jim Vertuno, OHouse takes insurance firms to task over malpractlcemmm,@l ChronicleApril 23, 2004.
8 Osolid Underwriting Uretcut by MPLIOs Investment Loss@e&tOs Special RepdktM. Best, April 27, 2009.
8 OPure premiumO is a term used interchangeably with Oloss costs.O It is the part of the premium used to pay claims
and the cost of adjusting and settling claims, iditlg adjuster and legal expenses.
8 OLoss costO is the term for the portion of each premium dollar taken in, that insurance companies use to pay for
claims and for the adjustment of claims. Insurers use other parts of the premium dollar to pay fonftheir
commissions, other acquisition expenses, general expenses and taxes. Loss costs include both paid and outstanding
claims (reserves are included through an actuarial process known as Oloss developmentO) but also include trends into
the future sine rates based on ISO loss costs are for a future period. Thus, loss costs include ISOOs adjustments to
make sure that everything is included in the price, even such factors as future inflation.
8" The 1SO has the largest database of audited, unit tramsatsurance data of any entity in the United States.
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and dropping steadily since then with 2008 seeing an astonishing 11% dé&théasver, this
decrease might have been even greater had 17 states not limited the decrease to 20%, likely
because 1ISO wanted to control thisglr Most likely, this result was due to the recognition that,
with profits as high as they were, medical malpractice insurance for doctors was greatly
overpriced in prior year$.

In its 2010 White PapeBusiness Insuranaeported additional confirmatioof the current soft
market industrywide, specifically:

Rates are dowi®One such factor is premium levels, which are approablang in

some cases falling belolthose reached in the late 2000, just before the last hard
market.E The average generibility and workers compensation premiums were 3.6%
and 0.9%belowyearend 2000 levels, respectively, as of June 30, 2610.0

Reserves that were excessive during previous hard market are being released and are still
dropping: OLast year, U.S. propédgsualty insurers also drew down on $1§.6 billion in
reserves for losses in 2008 and prior years, according to Conning & Co.0

In other words, there is no question that the country has been in a soft market since 2006.

WhatOs more, premiums have drdppestates irrespective of whether Otort reformsO were
enacted, such as Tex&s.Once again, states with little or no restrictions on patientsO legal rights
experienced the same level of liability insurance rate changes as those states that enacted sever
restrictions on patientsO rightsCompare, for example, Missouri and lowa, two neighboring
Midwest states. Missouri had enacted a cap during the second hard market188@sicas

well as other Otort reformO in medical malpractice cases. loweveasad a cap. Between

2004 and 2008, MissouriOs pure premium increased 1%. lowaOs dropped 6%.

And rates continued to drop through 2010. AccordingDeeember 2010 ISO publication,

which examined reserves at yead 2009, reserves were still redant (i.e., excessive) for

medical malpractice policies: 15% to 35% for occurrence policies and by 41% to 61% for claims
made policies.This meant that rates had even further to fall.

It should be noted that insurance executives generally dislikenagiket periods, very simply
because the intense free market competition keeps them from raising everyoneOs insurance
premiums. As Marsh & McLennan Cos. CEO Brian Duperrault put it in an August 2011 New
York speech before LloydOs of London clients, OOSgme may know that LloydOs was

8 See Americans for Insurance Reforifrue Risk:Medical Liability, Malpractice Insurance And Health Care
July 2009 http://insuranceeform.org/pr/090722.html
8 Americans for Insurance Reforffirue Risk:Medical Liability, Malpractice Insurance And Health Cadeily
2009.http://insurancaeform.org/pr/090722.html
9 OHard MarkeBame Plan; Steps Risk Managers Need to Take Before RatesBRis#€ss Insurang€rain
Communications, 2011, p. 8.
! |bid.
92 Americans for Insurance Reforffirue Risk:Medical Liability, Malpractice Insurance And Health Cadeily
923009.http://ins;urancelfeform.orq/pr/090722.html

Ibid.
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created in a London coffeehouse in 1688. | think it was in 1689 that industry observers first
started asking, ©So when do you think weOll see an end to this soft market?00

Thefollowing industry quotes from 2010 are @isstructive:

Thomas Phelan, president and'CEO of the Injured Workers Insurance Fund (IWIF) [said]
02010 will be as bad as 2008.0

(ThatOs ObadO as in Olow insurance rates for businesses.O) He continued,

Phelan, who said much of IWIFO§ businessdstti construction, doesnOt expect things
to improve much until next year. OBy the second or third quarter of 2011, things should
start to go in the right direction,O he s&id.

(ThatOs Oright direction,O as in Othe direction that will help ussitaytraaes again.O)

The head of W.R. Berkley Corp. said he sees an end in sight to the current soft market
thatOs affecting most of the industry. OlOve always said to people my expectation is that
prices will start to go up in the fourth quarter,O Chairavad Chief Executive Officer

William R. Berkley said in an earnings conference call in which the company announced
a slight drop in thirequarter net income to $94 million from $98 million. ... OThere will

be mo%est price increases beginning in the fogutirter. WeOre starting to see positive
signs.

(In other words, even though they are making plenty of money, they still want to raise rates on
their customers.)

Nick Cortezi, chief executive officer at All Risks, a national specialty insurer based in

Hunt Valley, Md., said he was OpessimisticO about the end of the soft market. OWe are alll
competing more aggressively with more capital for a pie that keeps shrinking,O he said,
explaining why the market is not hardening. OltOs going to take outside.fot¢hink a

natural %saster, a natural property disaster, could be a causative event that could turn the
market.

% Mark E. Ruquet, Survey: Rates Flattening; Marsh CEO Says DonOt Rely On Hard Mkt. Fa¥&tiofia|
Underwriter, August 8, 2011.

% Bob Graham, OPropentgsualty Osoft marketO to continue for year or two, execs say.O This story originally
appeared in the June 2010 print edition of Insurance & Financial Advisor but was found at
http://ifawebnews.com/2010/07/09/propedgsualtysoft marketto-continuefor-yearor-two-execssay/

% Bob Graham, OPropertasualty Osoft market® to continue for year or two, execs say.O This story originally
appeaed in the June 2010 print edition of Insurance & Financial Advisor but was found at
http://ifawebnews.com/2010/07/09/propedgsualtysoft-marketto-continuefor-yearor-two-execssay/

" http://Iwww3.ambest.com/Frames/FrameServer.asp?AltSrc=23&Tab=1&Site=news&refnum=142164

% Bob Graham, OPropertasualty Osoft market® to continue for year or two, execs say.O This story originally
appearedn the June 2010 print edition of Insurance & Financial Advisor but was found at
http://ifawebnews.com/2010/07/09/propedgsualtysoft marketto-continuefor-yearor-two-execssay/
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(In other words, there is way too much competition in the insurance market and we need a huge
disastrous hurricane to turn this alband so we can start raising rates again.)

Soon, they got their wish.
2011

OThe lofgvaited turn in the property/casualty market has arrived E
ThereOs no question that the market turn is definitive. It is here
WilliamR.Berkley Chairman & CE®W.R. Berkley Corp.,
Best's News Servic®ctober 27, 2011.

Just as the property/casualty industry was hoping, 2011 has turned out to be a year of weather
catastrophe?’ although many were not even in this couritfyEven so, their own data still

show ttat even in the midst of this, the industry has done extremely iellact, because the
industry has been storing away excess profits for decades, it is now irtiareahfe financial
position.

More specifically, the key measure of whether theigiyOs financials are OsafeO is the ratio of

its Onet premiums writtenO to Osurpltis®©extra cushion insure®ld in addition to the

amount they have set aside to pay estimated future claims. For many decades, a safe surplus was
considered to be $& net written premium for every $1 of surpit/s Regulators became

concerned if that ratio rose to 3:1. However, in the last decade or so, due to weather

catastrophes, the target number dropped to between 1.5 to 1 and’2 to 1.

Today, the property/castalindustry is far safer than required. One might even say it is
overcapitalized. Consider the following chart of the leverage ratio oveiime

% According to the Natural Resources Defense Council, Oso far in 2011, America has experienced 14 disastrous
weather events that created over a billion dollars in damagesl eachalttime record.O Billionsfdollars in

Damages from Extreme Weather Shows the Cost of Climate Inaction, NRDC,
http://switchboard.nrdc.org/blogs/plehner/billions_of_dollars_in_damages.html

190 1n the first half of 2011, this included natural disasters like the Joplin, MO tornadsdrthzk in May as well as

Othe earthquake and tsunami that struck northeastern Japan on March 11 and the earthquake that struck
Christchurch, New Zealand, on February ZPperty/Casualty InsurersO Profits and Profitability Tumbled in
Firsthalf 2011 agCatastrophes Ravaged Underwriting Results,O Insurance Services Office, October 7, 2011.

1 This is the sacalled OKenney Rule,0 named after financial columnist Roger Kenney, who wrote extensively on
this topic.

1925ee, e.gTranscript ofW.R. Berkley Corpmation Goldman Sachs US Financial Services Conference 2011
December 6, 2011. (OWilliam BerkleWé)l, when | got in the business in 1974 you could write three times your
capital. Last time the cycle they allowed you to go to two. | would say it alsodeps they say how much

exposure you take, not only your premiumE So in the short run you could probably write at one and a half, maybe
even one and three quarters to one plus your capital base growing.00)

13 gource: A. M. Best, OAggregates and Averaggsl®and earlier editions.
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At the end of 2010, the leverage ratio was 0.74 to 1, meaning that surplus was about twice that
required. Given these circumstancele creation of a hard market now would be purely for the
purpose of pricgouging buyers of insurance, particularly commercial lines insutgdisthat

hasnOt stopped the industry from using these natural disaster to pravajoe turn in the

insurance cycle. That is exactly what is happening now, and here is how they are doing it.

First, they are hyping the notion that they are in bad shape financially even though they are quite
safe financially. For example, ISO isswm@dOctober 7, 2011 news release and analysis of the

first half of 2011, called®operty/Casualty InsurersO Profits and Profitability Tumbled in First

half 2011 as Catastrophes Ravaged Underwriting Results,O in which they emphasize that due to
natural disaters, OThe combined raoa key measure of losses and other underwriting

expenses per dollar of premiush deteriorated to 110.5 percent for fitstlf 2011 from 101.7

percent for firsthalf 2010, according to ISO and the Property Casualty Insurersiassoof

America (PCI).8* (Notably absent is any discussion of or blame on the U.S. civil justice

system.)

However, just as noted earlier in the discussion of Ounderwriting profits,O developing any sort of
public policy based on Ocombined ratioO nuniders extremely unsound thing to do. First,
combined ratios are calculated from OincurredO logisies, are not really OlossesO at all. As

noted earlier, they include billions of dollars of estimatest actual coststhat insurers make in

rate filings and we know are wildly overstat&8. This figure is not a reflection of what the

industry has paid outln addition, combined ratios do not include investment gains, which are

14 One insurance website defines Ocombined ratioO as: OThe sum of two ratios, one calculated by dividing incurred
losses plus loss adjustment expense (LAE) by earned premiums (the calendar year loss ratio), and the other
calculatel by dividing all other expenses by either written or earned premiums (i.e., trade basis or statutory basis
expense ratio). When applied to a company's overall results, the combined ratio is also referred to as the composite,
or statutory ratio. Used in bBoinsurance and reinsurance, a combined ratio below 100 percent is indicative of an
underwriting profit.O http://www.irmi.com/online/insurarglessary/terms/c/combineetio.aspx

1%535ee, e.gJay Angoff Falling Claims and Rising Premiums in the MedibtIpractice Insurance Industryuly

2005 found athttp://www.centerjd.ora/ANGOFFReport.pdf

Repeat Offenders, P&z



significant’®® Nor do they reflect the fact that the industry is stillroagitalized, or that the

industry still made a $4.8 billion profit in the first half of 2011, even with these catastrophes. (In
fact, net profit for the first 9 months of 2011 turned out even better at $9.7 Hilliomdeed, as
noted earlier, the indtryOs financials suggest they are doing quite well. Even ISO notes:

Despite recorgetting catastrophe losses from events like the deadly EF 5 tornado that
struck Joplin, Missouri, last May, insurers emerged fromtfiedt 2011 financially sound

and wel able to continue providing essential financial protection to consumers and
businesses alikll a quiet but important testament to insurersO enterprise risk
management and the effectiveness of state solvency regulation,O said David Sampson,
PCIOs presideahd CEO. OAs of June 30, 2011, insurers had $559.1 billion in
policyholdersO surplus to cover new claims and meet other contindéntiese than

150 times all direct insured losses to U.S. property framicane Irene. The industry

is strong, wellcapitlized, and capable of paying claims.O

Which brings us to Hurricane Irene. This August 2011 storm, which was greatly hyped by the
Weather Channel but wasnOt nearly the catastrophe that was eXpeasdlso greatly hyped

by the insurance industry, sag the stage for rate hikes and a new hard market. This is despite
the fact that, as noted above, the industry is perfectly able to handle those claims, has stored
away excess profits for decades so now is in atinadl safe position, and that creatioina hard
market now would be purely to gouge buyers of insurance, particularly commercial lines
insureds.

While the industry was clearly inching toward creation of a new hard market at the beginning of
2011, Hurricane Irene provided a catalyst for tlurigtry to starpushing the ide® particularly

with mainstream news medidhat the industry needed a market turn. In the media, insurance
executives began hyping the notion (1) the industry was in financial trouble (untrue), and (2)
hurricanes and otheatastrophes were going to force them to raise rates (also untrue, as the
events were well within the industry®s model projections and thus already pri¢edriro)her

198 According to 1ISO, OCombining net investment income and net realized capital gains, overall netringzsts

rose $2.4 billion, or 9.2 percent, to $28.4 billion for finsif 2011 from $26 billion for firshalf 2010.0
OProperty/Casualty InsurersO Profits and Profitability Tumbled in&ir®011 as Catastrophes Ravaged

Underwriting Results,O Insmee Services Office, October 7, 2011.

97 phil Gusman, OSpecialty Insurers Lead Way in 2011, but Industry Underwriting Results Rationél

Underwriter, November 22, 2011).

18 gee, e.g., Matthew Sturdevant, Olnsurance Industry Spared Major Costs Fraameureine,8arford

Courant,August 30, 2011.

199 Following Hurricane Andrew, the property/casualty industry, as a whole, completely changed the way it set rates
for hurricanes. The purpose was to institute some stability in pricing and prevent hudpkescafter one storm.

Models project, by segment of the coastline called Oreaches,O the anticipated storm damage for different category
hurricane storms. The projections are for at least 10,000 years of virtual OexperienceO based on the best
hydrologica) meteorological, actuarial and other inputs available. One of the advantages of this approach is that the
10,000 years of projected experience includes periods of many and very large hurricanes (like multiple hurricanes
hitting the state in one year aadtategory 5 storm making a direct hit on Miami and causing $200 billion in insured
loss) and also periods where no hurricanes make land fall on our nationOs coasts. This means that the absence of
storms for a decade should not lower rates as this isiggated in the results projected by the models. Also, the
happenstance of multiple storms in a state in a year or one large hit should not raise rates as this is likewise
anticipated in the modeled projectionSee, e.gAmericans for Insurance Reforst The Tipping Point: The

Homeowner Insurance Mess In Florida And How To F{2006)
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words, to insurers, Hurricane Irene represented the excuse they needed tolsteyteaich

otherin the direction of a new hard market, even though there was no need for rate \ngkes. O

the last few months in particular, industry execut®@scluding unregulated foreign reinsur&s

have beetoldly declaringo the entire industrghat it is time to end the soft market (including
pressuring their own competitors to start raising rates). Some of these OsignalsO have been quite
blatant, raising questions about why such-aatnpetitive behavior should be allowed.

For example, in Gober 2011, David Eslick, chairman and chief executive officer of Marsh &
McLennan Agency, told an insurance audience, Oinsurers will not begin to Oget rated unless they
exhibit Ostiffer backbone.OO Said Eslick OOThey need to take the initiativerit theyew

rate, OO a clear signal for those with Oweak backsO to get with the program and stop competing
with lower rates™? William R. Berkely,chairman and chief executive officer of W.R. Berkley
Corp.,and ACE Ltd. Chief Executive Officer Evan Greenbeoth clearly signaled to those not

yet on the same page to begin both rate increases and reserve hikes. They even suggested that
companies not joining in this must be Orelying on bad Ha@mOas Greenberg put it:

Some companies continue to write irrespibly. OThey donOt know any better,O he says.
O1Om convinced many of them donOt know the difference between whatOs an adequate or
inadequate price.O Meanwhile, the best companies Oare endeavoring to do what we do
and show discipline. And they are trgito press the market to recognize a price that

reflects the risk. E Ol see a number of companies that are fityarfgw that are brand

names$! that are trying to do what weOre doitig.O

Coordination seems obviou3he following brief chronology of trade plitation and industry

guotes for the second half of 2011 tells the more detailed story of how companies eventually
pushed each other into creating a new hard market, stepping up this activity following Hurricane
Irene, and have now set the stage for a liedwlity insurance crisis in this country:

PRE HURRICANE IRENE, JULY, 2011

[T]he marketplace is pointing to a swing to a harder markét’eE

1%Mark E. Ruquent, OCarriers Not Getting What They Want Most: Rate Incrédatsr@l Underwriter Onling

October 5, 2011.

11 Qv .R. Berkley CEO: The Market Turn HaimBlly Arrived,OBest's News Servic®ctober 27, 2011.

12 Cchad Hemenway, OACEOs Greenberg, Fitch Ratings See Rates ImpKatingadUnderwriter Online,

October 27, 2011.

113 @PJersonalauto and homeowners® premium rates are continuing to increageasn\eryear basis while the
commercialinsurance market remains mired in a soft market. Commercial insurers may see a change in the market
cycle E Olt looks like workers® compensation will be the coverage leading us out of the soft market,O says Richard
Kerr, MarketScoutOs CEO. ORates for workersO compensation are up 1 percent. WorkersO comp is the only coverage
with an actual rate increase in June.OO Mark E. Ruquet, Industry Facing Profitability Headwinds, But Market Turn
Starting,National UnderwriterOnling, July 18, 2011.
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PRE HURRICANE IRENE, AUGUST, 2011

[It] increasingly looks like rates are beginning to stabilize in mams) according to
observations by an industry report and some chief executives.E There is not a lack of
capacity, but what we are seeing is pricing transition:*£0

OWhen you look at the trend line over the past year, pricing has steadily inched upward,O
says Ken A. Crerar, president of The Council of Insurance Agents & Brokers. Olt isnOt
increasing by leaps and bounds, but there appears to be some momentum.O E With the
losses the markets have experienced so far this year, and predictions of aavatages
hurricane season, Duperreault says there is Oa decent chanceO of a turn océurring.E

Hurricane Irene hit in late August, 2011. Immediately, the industry starting pushing out to the
mainstream news media the story tihait the industry was in finaral trouble and the soft

market would have to end, even though the industryOs actual financial situation failed to support
either of these notions. This can be plainly illustrated by an August 28,12e4/1York Times

article entitled, [Bene Adds to a 8d Year for Insurance Industry,O where the reporter wrote the
following:

Even before the current Atlantic hurricane season started in June, American property
insurers had run through a typical yearOs worth of catastrophe payouts because of an
unusual sing of severe natural disasters. Their losses could grow even more, because
forecasters have been predicting an akmxerage hurricane season this yé&ar.

A.M. Best said the yearOs series of major disasters would hurt insurersO earnings, but was
unlikely to threaten their capital. It noted, though, that the industry would Obe tested
through the remainder of 2011, as budgets for catastrefdited losses already have

been exhausted.O E

MoodyOs Investors Service said many property and casualtysnsueee still profitable

in the storrridden second quarter of this year, but their profits often shrank compared

with the second quarter of 2010, and their reserves to pay claims had diminished and
would have to be rebuilt at some point. A few, witlgé&operations in the Midwest and
Southeast, swung from profits to losses, MoodyOs said, including Allstate, Hartford
Financial Services, Travelers and Cincinnati FinanE#&roperty and casualty insurers

are also having a difficult year because of lavestment income, a result of the Federal
ReserveOs efforts to use low interest rates to stimulate the economy. In addition, insurers

4 He also notes that on the casualty side of the market, prices have become Omore stabled with reductions either
slowing or stabilizing. In some cases there are increases.O Mark E. Ruquet, Industry Seeing Rate Increases, But
Market Swing Not Expected YelNational Underwriter OnlingAugust 1, 2011.

15| ines of business where rate increases occurred, according to respondents, include commercial auto, commercial
property, directors and officers, and workers® compensation.EAdding &vitlence of a market swing, Flagstone
Reinsurance Holdings CEO David Brown said during a conference call on the companyGgusatencesults that

he is seeing signs of premium increases sticking. He says that the losses in the United States étengewged

Risk Management Services V.11 model change Qaided in pushing rates up.O North America catastrophe pricing rose
8-15 percent, he notes. Mark E. Ruquet, Survey: Rates Flattening; Marsh CEO Says DonOt Rely On Hard Mkt. For
Profit, National Undewriter Onling, August 8, 2011.
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have been struggling with what is known as a OsoftO market, in which competition for
new business is intense and comipa have a hard time raising premiums enough to
cover all the risks they bear. Some analysts have been wondering whether the yearOs
storms will be the catalyst that changes those market conditfons.

TheNew York Timewas no alone, of course, as thdltaing articles show:

Hurricane Irene, threatening to become the first hurricane to hit the United States in three
years, could be the catalyst the insurance industry has been seeking in its quest for across
the-board premium increases after years ofkmeas.Elnsurers have not been able to

raise rates for three years amid strong competition and readily available supply, but
indus}rl%/ veterans say even a small storm now would be enough to trigger premium

hikes:

OA survey on four commercial lines suggéstssoft market may be bottoming out,
according to the Risk and Insurance Management Society Inc. (RIMS).E The survey
indicates significant tightening in the price declines that have defined the soft m&tket.O

Robert Hartwig, president of the Insurana®rmation Institute, says this storm has a
good possibility of being a mulhillion dollar event for the insurance industry. Industry
experts have begun to discuss whether this huritanepled with the many
catastrophic events in the first half of 260will prompt rate increases?

Homeowners on tight budgets should prepare for another financial strain: higher
insurance bills.E A series of damaging storms in 2008 and 2009 resulted in most
companies paying out an unusually large number of claims, MasaetsThose losses

have pushed most of the companies to request higher premiums. The latest rate hikes do
not even factor in this yearOs deadly tornadoes that resulted in millions of dollars in
damage statewid&®

Al Tobin of Aon Corp.Os national propeptactice said the storm, coming after
earthquakes in Japan and New Zealand and record tornadoes in the U.S., could provide a
reason for insurers to raise their rates.

The $7 billion in estimated losses from Hurricane Irene will compound the vast damage
caused by weather in the United States this year. Yet despite billions they've paid out for

116 Mary Williams Walsh, Olrene Adds to a Bad Year for Insurance Indubteyy®York TimesAugust 28, 2011.

17001t wouldn't take much of a material event to cause significant firming,® said Gary Prestia, chief executive of the
U.S. business at global reinsurer Flagstone Re. E Olt wouldn't take the typical $40 billion Katrina to push this into a
firmer market than it is currently.0O OHurricane could boost insurance gRieirtgr®Aug 23, 2011

118 (5oft Market Reaching BottonRIMS Says,®ational Underwriter P&G August 2229, 2011.

119 chad Hemenway, OHurricane Irene Sets Sights on States with Highest Values of Insured Coastal Property,O
National UnderwriterOnline, August 26, 2011.

120 state awaits new round of rate hikes; Stdosses cited as major providers push for higher premiatiata

Journal ConstitutionAugust 29, 2011.

2L OInsurers: Storm Might Have Been Worse Damage Could Be Less Than Wédi&ireet JournalAugust 29,

2011.
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floods, tornadoes and earthquakes, big insurance companies can expect another profitable
year. And their customers can expect higher premiums.EAnother reasorrmsue
expected to raise premiums is that reinsurance companies are set to boost their rates Jan

1.2
SEPTEMBER 2011

For the second consecutive month, overall property and casualty rates came in at minus
2 percent, indicating rates are continuing tmfisays MarketScodt®

Although Lloyd's posted a 697 million pound (US$1.22 billion) firalf loss on
OunprecedentedO catastrophe claims, Chief Executive Richard Ward worries the market is
still not seeing sufficient boosts in pricing outside the bsitiaes directly hit by

disaster:?*

Cat losses are estimated to be as high as $60 billion for the first half of 2011, so

Ocompanies are hoping for, but not betting on, a more dramatic improvement in property
cat pricing at the January 2012 renewal,O A&t Co. said in a Sept. 5 special report.E

OSome of the companies that specialize in casualty lines have not had a capital erosion E

It takes a certain amount of fear to change the market psychologically, and | don't see a

whole lot of fear out there. lothOt see the market as a whole, or a majority of product

lines, really pushing for an improvement0O

By October, 2011, it seems the industry finally started getting onboard with creation of a new
hard market:

OCTOBER 2011

Insurance brokers say carrier® sending a clear message to tRehey want to get rate
where they can, but a weak economy and competitive pricing has them feeling glum
about the prospects. E David Eslick, chairman and chief executive officer of Marsh &
McLennan Agency (MMA), says E agsurers compete for business, they will not begin
to get rate unless they exhibit Ostiffer backbone,O Eslick says. OThey need to take the
initiative if they want more rate-®®

122 Christopher S. Rugaber, Daniel WagrHigher Insurance Premiums Likely After Irerfessociated Press

August 31, 2011.

2 Mark E. Ruquet, OMarketScout: Rates Continue to Show Signs of FiriNatip@al UnderwriterOnling,

September 6, 2011.

1240Lloyd's CEO: Even After Record Fit$alf Los®s, Industrywide Pricing Is Inadequ&iBest's News Service,
September 21, 2011.

125 How this year's recortireaking catastrophe losses will impact reinsurance rates is likely to be a hot topic at the
annual Les Rende¥ous de Septembre conference in Me@grlo, experts said. Robert DeRose, vice president at
A.M. Best Co., said even though the cat losses from the first half of the year have consumed some reinsurance
capital, reinsurance companies' balance sheets remain straiRgeiisurers Ponder If Chbsses Are Enough to

Harden MarkeD BestDay Coverage of Rendéaus de Septembre, Sept. 11, 2011

126 5O There are patches of rate firming,® he says, pointing to some areas such as catastrophe property and workers®
compensation. Yet for other lines, such medors and officers, some risks can see double digit decreases.EFor
carriers, he says the current market has them Overy depressedO and fearful that the same factors that are keeping
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[TIhe current situation is OcorrosiveO for the industry as it deals withifeaiy
catastrophe year that is eating away at reserves. EOWe must not lose sight of our primary
missiorN to take care of our customers, but we must also take care of ourséfves.O

OThere is a tightening, but we are not quite at an inflection point@asérsaid.E OA

cocktail of ingredients make up a cycle change,O noted Lex Baugh, HuosskhCEO

of Chartis Inc.'s European operations. Currently, areas that are seeing OminihardeningO
include the airline business and catastrepkgosed property, he gaiThese changes

relieve some of the pressure for a more general hardening of insurance rates and lead to a
Odampening of the overall cycle,O he said. The cycle is not dead, Mr. Baugh said, Obut
maybe it looks different than it did in the pa&tO

OTheres some better news here,O Harris said. OAIl of these things can lead to insurers
becoming more conservative. More insurers are starting to talk about areas where they
see premium rate firming. This is a condition that normally comes ahedduef a
turnaraind of underwriting cycles:

Property and casualty insurance brokers say prices edged up slightly during the third
quarter of this year, with small accounts experiencing the largest increase, says the
Council of Insurance Agents & Brokers.

OThe longawaited turn in the property/casualty market has arrived,O said William R.

Berkley, chairman and chief executive officer of W.R. Berkley Corp.E OThereOs no
question that the market turn is definitive. It is here,O Berkley said. E What drives the

market turnis Oalways the same: fear of total loss of profitability,O Berkley said.
OSometimes itOs individual events that bring about that fear, and sometimes itOs an
examination of trends,O he said. OToday, some companies are relying on data that isnOt as
accurag as they think it is,O Berkley said. OWhat it is right now is the loss of

redundancies in peoplesO reserves... one of the things that happens and is always a
keystone of change in the cycle is [when] the data you relied on didn't prove to be
accurate,Berkley said-*

prices depressed will continue for the next 12 to 18 months.00O MariuenR OCarriers Not Getting What They
Want Most: Rate Increased\@tional UnderwriterOnling, October 5, 2011.

127 Quoting Paul Krump, president of commercial and specialty lines for Chubb Group of Insurance Companies, in
an address during The Councilloburance Agents & Brokers3"agnual Insurance Leadership Forum. Mark E.
Ruquent, Oarriers Understand Market Challenges; Discuss Strategies Beyond @izatignal Underwriter

Onling, October 6, 2011.

128 Rates fomostinsurance coverage will remastable in the coming months, a panel of insurer, reinsurer and
broker CEOs told the Federation of European Risk Management Assns. forum last week.E It is unlikely that there
will be a single driver that will lead to rate increases, said August PrSbstlcMbased head of the corporate
insurance partner division of Munich Reinsurance Co. But current conditions mean that underwriters have to
increase their discipline in choosing which risks to underwrite, he ngggbnal Underwriter October 11, 2011.

129 Christina Brmalet, OWorsening Economy and Investment Income Strain P&C Industry; Conning Report
Underscores Longererm Concernd\ational UnderwriterOnline, October 13, 2011.

130Mark E. Ruquent, OThe Council Survey Finds Commercial Rates Edgelatioy@ UnderwriterOnling,

October 19, 2011.

131 QV.R. Berkley CEO: The Market Turn Has Finally Arriv@est's News Servic®ctober 27, 2011.
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The chief executive of insurance broker Arthur J. Gallagher is upbeat about the firmOs
third-quarter performance and told analysts that rate increases are necessary for the
industryOs health. OIOm very pleased with ougthrter reults,O J. Patrick Gallagher
Jr., chairman, president and chief operating officer of the Itasebadéd firm, said

during a conference call with financial analysts. OThis is the third quarter that we have
been in positive organic territory, and 1Onapéel with that. OF?

ACE Ltd. Chief Executive Officer Evan Greenberg says September was the best month
for pricing this year, and a statement by Fitch says it is seeing OposmveO rate increases,
but as Greenberg says, whether the trend continues Oreragnseien.O During a

conference call to discuss thigdiarter earnings, Greenberg says Opricing overall

continues to firmO as Omore classes achieve positive rate while rate decreases were
smaller.O Some companies continue to write irresponsibly, sassbdrg. OThey donOt

know any better,O he says. OIOm convinced many of them donOt know the difference
between whatOs an adequate or inadequate price.O Meanwhile, the best companies Oare
endeavoring to do what we do and show discipline. And they are to/prgss the

market to recognize a price that reflects the risk.O Greenberg continues, Ol see a number
of companies that are tryifiga few that are brand naniethat are trying to do what

weOre doing'®

NOVEMBER 2011

More data on the insurance industtys time compiled by the RIMS Benchmark Survey,
points to an end to the soft mark&t.

The softmarket cycle is over, according to MarketScout. Richard Kerr, chief executive
officer of the insurance distribution and underwriting company, says that @tfreascet
cycle has finally brokenO after nearly seven y&rs.

132 OIn response to a question about the rate environment, Gallagher said Oit feels like® certain linesaoé business
hardening in parts of the country, and he equated the current situation to the rate environment after Hurricane
Andrew in 1992 and other property catastrophes where property hardened, but other lines did not. OProperty is very
tough in Oklahoma, foinstance,® he said. OWorkers® comp is getting tough in lllinois and California. And workersQ
comp as a line, across the country, | think is going to get tight. [Directors and officers] is still soft.0 He went on to
say, OThe CEOs of the insurance compaha | talk to today are different in their outlook and discussion than they
were in 2000. They all know that they have to pay attention to underwriting,® he added. OThey know their accident
years arenOt good. They know they are not getting any innéstim@me and they recognize that they are going to

have to get some rate or they will be in trouble.O Mark E. Ruquet, OAJG Reports Growth; Says Rate Increases
Necessary for IndustryOs Healtafional UnderwriterOnline, October 27, 2011.

133 Chad Hemeway, OACEOs Greenberg, Fitch Ratings See Rates ImpriNanigy@l UnderwriterOnline,

October 27, 2011.

13 chad Hemenway, ORIMS Benchmark Survey: Average Renewal Premiums axatitmél Underwriter

Online, November 15, 2011.

% Chad Hemenway, OCommet@aft Market Has Ended, Says MarketScoidaflonal UnderwriterOnline,

December 6, 2011.
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DECEMBER 2011

The insurance industry is now Od}ef‘initivgly in a hardening market,O according to W.R.
Berkley CEO William R. Berkley.E OWeOre just at the beginning of price incrédses.O

Finally, on December 13, 2011, two days before publication of this study, an article appeared in
the National UnderwriterOnline News ServicealledOTowers Watson CLIPS Survey:

Commercial Prices Up but Not Up Enougtfdich encapsulates nearly every majoinpn this

study. It reports on a Towers Watson Commercial Lines Pricing Survey (CLIPS), which Towers
Watson uses as an opportunity to do essentially the following:

Pressure the industry to do more, explaining that a Oreal hard marketO requires more and
greater rate increases. Simple increases are not enough. Rates must spike.

Justify this by presenting Qlost costQ figures, which, as explained earlier, do not represent
actual payouts but rather OincurredO losses which are exaggerated during hard market

Encourage insurers to use Opredictive modelingO to get their rates upcam aetitive
practice that is legal because the industry is exempt frortrastilaws"*’

A fourth liability insurance crisis seems headed our way.

136 OThe beginning of this year | told people that | expected 5% to 8% price increases by the end of the year, | would
still expect that to be the case. But we ardlyéast at the beginning of that happening and along with price

hardening, terms and conditions are changing which lets the business you write become more profitable.O Phil
Gusman, OBerkley: Market Is Hardening; Good Companies Can Seize Opporiatides| UnderwriterOnling,

December 7, 2011

137 chad Hemenway, OTowers Watson CLIPS Survey: Commercial Prices Up but Not Up ENou@mlihe

News ServiceDecember 13, 2011.
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How To Fix The System

For the property/casualty insurance industry, creation of hard markets and phony liability crises
have paid off and will pay off again unless lawmakers take responsible, remedial steps
immediately to reign in the power and control the abuses of the pr@asualty insurance

industry. Otherwise, this country will never be able to deal systematically with the tactics of this
industry, which consistently looks for scapegoats to cover up its own instability and
mismanagement.

1. HEARINGS, INVESTIGATION ABI) DSURE.

Before Congress or state legislatures try to deal with the problems created by hard markets and
industry-created insurance OcrisesO, the solutions must be premised on data. It must not be based
on alarmist, prejudicial and sometimes flat wubng information presented by the insurance

industry or its trade association allies.

With rare exceptions, federal and state laws today do not force even licensed property/casualty
insurance companies to disclose meaningful information to state iigthtirat could

substantiate or refute their allegations about the financial health of the industry or the impact of
the U.S. civil justice system. Tl@ddFrank Wall Street Reform and Consumer Protection Act
grants authority to the Federal Insurancé&d@fto collect some insurance data (although even

this law is now under attack by the industry and its allies in Corlddedsit the need for data
disclosure is far more urgent and broader than what this law contentplates.

Moreover, state reporting laaypically allow insurance companies to conceal such figures as:

¥ Reserves and the amount of losses Oincurred but not reported OBtBaIRsurerOs
guess at the amount for claims that have occurred prior to the end of an accounting period
but are noteported until after the end of the reporting peBddr each line of insurance;

¥ How much insurers pay out for different types of damageseconomic damages, non
economic damages and punitive damages;

¥ How victims actually far®how long it takesdr victims to be compensated, how much
insurers actually pay in settlements or verdicts that are reducettipbsbmpared to
victimsO injuries and losses; and

¥ How much insurers pay in cases involving multiple defendants (where joint and several
liability may be an issue).

138 Elizabeth Festa and Arthur D. Postal, ONew Legislation Poses Serious Theeterad Fisurance Powers,O
LifeHealthPro, December 9, 2011, found at http://www.lifehealthpro.com/2011/12/08g&shationposes
seriousthreatto-federatin

139gee, e.g., Statement of J. Robert Hunter, Director of Insurance, Before the Federal InsffiGnBReg@arding
Consumer Protection Needs in Insurance Regulation, December 9, 2011.

Repeat Offenders, Pagje



In short, neither federal nor state authorities currently have figures to justify the
property/casualty industryOs huge premium increases, policy restrictions or refusals to cover that
characterize hard markets.

States need to endaivs or adapt policies so that public officials have information on payouts,
losses, income, claims, cause of loss and reserve components to determine the true condition of
the insurance industry in their state and how victims are faring under the [mestent.

2. STATES SHOULD REPEAL-@RMPETITIVE LAWS AND ENACT STRONGER REGULATION
AND OVERSIGHT.

¥

Increase State Authority Over Re®¢ate insurance departments must take a far more active
role in controlling insurance rates. At a minimum, departm&mtsid be given more

authority to approve or reject rate requests, or to advocate the rollback of insurance rates.
For example, in 1988 California voters mandated a 20% rate rollback in insurance premiums,
saving consumers billions of dollars and impletireg the best system of rate control in the
nation. In addition, underfunded and understaffed insurance departments must receive
increased support for investigators, auditors, actuaries and other professionals to recomment
appropriate insurance rates.

Specifically target for close examination price hikes during the early phases of hard
markets State regulators should carefully review any requests for price increases in this
emerging hard market. There are many things that need careful consideratierard4
some of them:

¥ Because reserves get jackgulin the hard market, regulators must carefully review
incurred losses to make sure that padded reserves are not built into the prices
consumers pay.

¥ The profit provision in rates is based on a requiegd of return on surplus less
investment income. The starting surplus for this calculation showddlpéhat part
of the surplus which is Oused and usefulO to the consumer. If surplus is twice what is
needed, profit calculations oughnly be appliedo the onehalf actually supporting
the underwriting. In other words, if the insurer needs a 8% return on surplus and
surplus is $1 million but only $500 thousand is used and useful for underwriting, the
profit required should be $40,000, not $80,000.

¥ Regulators should look at CaliforniaOs concepts of an efficiency standard for
expenses, disallowing lobbying, fines and other expenses that are not Oused and
usefulO for pricing.

Repeal AniRebate and ARBroup LawsMany states have asrebate laws tht prohibit
insurance agents from offering discounts to policyholders. As a result, the most efficient
agent cannot compete for market share by offering a discount. Also, groups cannot form
in some states to buy insurance to benefit from economieslef sca
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3. CONGRESS SHOULD REPEAL THE FEDERARWSITEXEMPTION; AT A MINTMAEM,
NEW FEDERAL INSURANCE OFFICE MUST REVIEW ITS IMPACT

As noted throughout this study, the McCarFarguson Act allows insurance companies to fix
prices. A law repealing thederal anttrust exemption would ensure that all domestic and
foreign insurers and reinsurers that do business in the United States are subject to federal anti
trust prohibitions applicable to other industries. Such legislation would prohibit the icesuran
industry from acting in concert to raise prices and would prohibit tying arrangements, market
allocation among competitors and monopolization. Increased competition would bring lower
prices and would increase the availability of insurance for consumers

If the McCarrarFerguson Act were repealed, the ISO and other rating bureaus could still jointly
collect, compile and disseminate past data relating to premiums and claims. However, price
fixing agreements and manipulation of data to, for exampleggrdata into the future would be
illegal. Moreover, ISO would be forced to disclose to insurance buyers the documents it
prepares for insurance sellers, listing both current prices major insurers charge for auto and
homeowner insurance and the ISO advjisates.

At a minimum,the newly created Federal Insurance Office (F&3dablished by Title V of the

Dodd Frank Wall Street Reform and Consumer Protection gkaiuld include a review of the

harm done to consumers by the antitrust exemption of theaMa&Ferguson Act in the report
it is preparing for Congress next year, as well as collect data on the impact of the Act on

policyholders, particularly commercial policyholders.

Conclusion

In 2002, at the start of this countryOs last hard marketsaondditions were beginning to

worsen for certain policyholders, including doctors, Americans for Insurance Refoteto all

50 state insurance commissioners. AIR callecdtach commissioner to take specific steps to
prevent large rate increases aigthtt underwriting that accompanies the start of every cyclical

hard market. We documented the cycle and the events occurring in 2001 and early 2002 as the
market turned from soft to hard in a classic insurance cyclical turn. We asked that the
commissiones analyze the events then unfolding, particularly looking at the degree to which the
pattern being observed was the result of low interest rates and stock market problems. We asked
that they study what seemed to be the beginning ofr@gerving of clans in some lines,

perhaps to hide profits and to support excessive rate increases. We asked that price hikes being
sought be carefully analyzed to determine if prices were going up too much. We suggested a
brief rate freeze while these studies were malle. asked that they inform their state legislators

that these increases were often cyoddated and not reflective of any unexpected jump in claims
requiring limits on recoveries of injury victims.

As far as we could tell, little of any of this wash@o As a result, rates skyrocketed, particularly

for doctors, with insufficient oversight in most states. Few states analyzed the situation to see if
rates were too high, although a few did stop some rate increases and rolled back a few as well.
But few even looked at the reserving practices of the insurers. Few stopped insurers from
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limiting coverage. Few advised their legislatures that the jump in rates did not require legal
system limits but was simply a cyclical phenomenon of the industry. Andveoway be facing
the same cyclical phenomenon, once again.

This cannot happen. Itis urgent that states consider effective insurance oversight, disclosure of
data and other reforms to end these practices. And Congress must repeal the indusiyds anti
exemptionbto stop the industry from abusing its enormous economic influence, which it uses to
promote a legislative agenda that bilks the taxpayer and severely hurts the American public.
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ISO), and Underwriter, Atlantic Mutual and Centennial Insurance Companies.

His awards include the Award for Excellent Service for the Secrettdéing ®epartment

of Housing and Urban Development (HUD), for work performed from 1971 to 1977, the
Esther Peterson Award for lifetime service to consumers in 2002, and twice, the
SchraedeNelson Publications Award for article of the year: in 2002 for @&y Impact

on State Insurance RegulationO and in 2007, for OHow Regulators Can Return P/C Profits
to Reasonable LevelsR@gulator Magazindnsurance Regulatory ExaminerOs Society.

He is the author of numerous publications on insurance and relatesldogibas served

as an Executive Committee member and advisor to the National Association of Insurance
Commissioners (NAIC). Over the past decades, Mr. Hunter has testified in every state in
the union on the insurance cycle and related premium spikes.

JOANNE DOROSHO&\ attorney, is cbounder of Americans for Insurance Reform and
Executive Director the Center for Justice & Democracy at New York Law School. She
has worked on civil justice and insurance issues since 1986, when she first directed a
projed for Ralph Nader on liability and the insurance industry. With Nader, she was
author of several reports and numerous materials on civil justice and insurance issues,
including Goliath: Lloyd's Of London In The United Sta(@988) andSafeguarding
Democacy: The Case For The Civil Ju¢g992).

Joanne is a nationally recognized expert on civil justice and insurance issues. She has

appeared o&BS, ABC, NBC, CNN, CNBC, MSNBC, P&&iFox Newsas well as
numerous radio programs around the country, aadblban quoted in numerous
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newspapers articles. Joanne has testified many times before Congress and state
legislatures around the country. She was a member of the New York State GovernorOs
task force on medical malpractice in 2007 and 2008. In 1999ndaeas a member of

the Steering Committee of the Brookings Institute/American Bar Association's Advisory
Committee on the Future of the Civil Jury, and was an invited participant in the American
Judicature SocietyOs Conference on the Future of the AmauigaSystem in 1999. She
was also selected by the Stern Family Fund as the Public Interest Pioneer for 1999, an
honor that was accompanied by two $100,000 grants.
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