Insurance Price Deregulation:  The Illinois Experience

Stephen P. D'Arcy

Professor of Finance

University of Illinois at Urbana-Champaign

Presented at the

Insurance Rate Regulation Conference

Brookings Institution

January 2001

Revised:  May 14, 2001

This paper analyses the effect of the absence of an automobile insurance rate regulatory law in Illinois.  The author is grateful for the support of the Brookings Institution and the American Enterprise Institute on this project.  The author wishes to thank Robert Litan and David Cummins for their support and guidance on this project.  Other individuals who have provided assistance with this project include Rep. Shirley Bowler, Martin Grace, Anne Gron, Scott Harrington, Robert Heisel, Roger Kenney, Rodger Lawson, Phil O'Connor, Judy Pool, Gary Ransom, Dick Rogers, Sharon Tennyson and attendees at the AEI - Brookings Conference on Insurance Regulation.  Any comments or suggestions on this paper would be greatly appreciated.  Please do not quote from this paper without the written permission of the author.

Contact information: 

Stephen D'Arcy, 1206 S. Sixth St., Champaign, IL 61820  

Telephone:  217-333-0772   E-mail:  s-darcy@uiuc.edu

Abstract


The insurance market represents a valuable laboratory for analyzing the effect of regulation since the states have primary responsibility for insurance regulation and a variety of different approaches are taken by the various states.    Illinois is the only state that does not have a law regulating auto insurance rates.  Thus, Illinois represents a unique model of rate regulation for automobile insurance.   This chapter reviews the history of insurance regulation to document how this situation developed, explains the role of insurance regulation in Illinois and then tests a variety of competing theories of regulation to determine what can be learned from this state.  In summary, the insurance market functions quite effectively and economically in Illinois, indicating that rate regulation is not necessary to ensure the availability of automobile insurance at reasonable prices.

I.  Introduction
One of the primary advantages of state regulation of insurance is the opportunity this presents for experimentation with different forms of regulation.  Most of these experiments are planned, in which a state adopts a specific form of regulation in order to accomplish certain specified goals.  Others are more serendipitous, where the exact form of regulation was not specifically intended.  This is the case in Illinois, where there is currently no specific rating law applicable to auto insurance.  How this situation arose, how the  current system operates and the effectiveness of allowing competition to determine auto insurance rates will be covered in this chapter.  However, first, a brief review of the history of insurance regulation is necessary to provide an understanding of the circumstances that led to the Illinois experience.

II.  History of Insurance Regulation

Insurance regulation arose in this country long before the Federal government became actively involved in regulatory activities, and even before the United States was formed.  An early example of regulation was the charter granted to Ben Franklin's Philadelphia Contributorship for the Insurance of Houses from Loss by Fire in 1752 by the Commonwealth of Pennsylvania.  This charter provided specific requirements that the company had to meet and served as a form of regulation by legislation.
  The lag between the payment of a premium and the receipt of services, combined with the contingent nature of the services, created a situation in which regulation was felt necessary for the consumer to be at all assured that the promised benefits would, in fact, be paid.  In most cases, the regulation simply required the insurer to publish financial information to allow policyholders to ascertain the company's financial condition.  In addition to being a benefit to consumers, regulation also helped insurers.  By providing some assurance that the insurers were able to stand behind their promise to pay benefits, insurance became a more valuable, and salable, product.

In colonial days, the formation of stock companies was restricted to limit competition with Crown corporations.  For this reason, the early charters were issued only to mutual insurers.  This restriction ended upon independence.  In 1794, Pennsylvania issued a charter to the first stock insurance company, the Insurance Company of North America, which was another example of regulation by legislation.  More general statutory reporting requirements that applied to insurance companies, as well as other financial institutions, were enacted in Massachusetts in 1807 and New York in 1827.  These regulations, though, were aimed at promulgating information, not regulating rates.

Insurance regulation provided the opportunity to tax the industry, both to cover the cost of regulation as well as to support other governmental functions.  The first tax on insurance in the United States was levied by Massachusetts in 1785, in the form of a stamp tax.
  The first premium tax, which is the common current form of taxation, was enacted by New York in 1824.
  In addition to raising revenue, taxation was used to protect local insurance companies.  Massachusetts again instigated this activity in 1827 with a 10 percent premium tax  on insurers not domiciled in the state.  Eight states, including New York, responded with similar legislation.
  The New York premium tax rates were 10 percent on insurers not domiciled in the state, but zero for domestic insurers.
  Illinois enacted a law in 1844 that taxed the total premiums of out of state insurers.
  By 1996, premium taxes paid by insurance companies in all states totaled $9.1 billion, a figure well in excess of the cost of regulation.
  

The dominant form of property-liability insurance prior to the early twentieth century was fire insurance.  One notable feature about this risk during this period was the propensity for fires to become catastrophes, with devastating losses occurring in New York (1835), Chicago (1871), Boston (1872) and San Francisco (1906).  Due to the regional nature of many early insurers, in part fostered by protectionist regulations, the catastrophic losses led to significant insolvencies among insurers and fire insurance was generally unprofitable over the period 1791 to 1850.
  The New York fire of 1835 demonstrated the problem of New York's protectionist tax laws, as 23 of the 26 fire insurers operating in the city went bankrupt.
  After the Chicago and Boston fires of the 1870s, approximately 75 percent of the country's fire insurers went bankrupt.
  As a result of this experience, the primary regulatory concern at the time became preventing rates that were inadequate, for an insurer that charged too low a premium in a given area would be able to gain a dominant market share locally, exposing it to the risk of insolvency in the event of a major fire.  

The fire insurance industry began to deal with the problem of inadequate rates in the early 1800s by establishing local associations to control price competition.
  The objective of these organizations was to establish rates within a region that would provide for an adequate return, protect insurers from ruinous competition and reduce the risk of insurer insolvencies.  However, these early organizations were voluntary and had no ability to prevent insurers from undercutting their rates and instigating a price war.   Eventually, the compact system developed, in which companies agreed to adhere to the rates the association developed and companies that did not join the compact were prevented from cooperating with member insurers.  These non-member companies would not be able to share information with member companies, obtain or provide reinsurance with member companies, or, in some cases, be represented by agents that also represented members of the compact.  Unfortunately for the industry, the early compacts were not especially successful.  By 1866 the National Board of Fire Underwriters was established with similar goals, operating on the countrywide level.  

The Chicago and Boston fires of the 1870s, and the resulting wave of bankruptcies, led to significant changes for the fire insurance industry.  First, the National Board of Fire Underwriters began to focus on fire prevention and data collection.
  More importantly, the regional associations were able to enforce the compact agreements more effectively.   By 1880, the compact system was considered to be working effectively.
  This assessment, though, may have been as much the result of an absence of catastrophic fires as it was to the operation of the compact.  However, this success in restricting competition resulted in the passage of anti-compact legislation in many states in the 1880s and 1890s.
   The San Francisco fire of 1906, sparked by an earthquake, again caused significant bankruptcies among insurers and led to another rethinking of regulatory policy.

The most influential analysis of insurance regulation during this era was the report of a joint committee of the New York Senate and Assembly chaired by Senator Merritt.  Although most of the recommendations dealt with policy forms, agents and fire prevention, the salient aspect of the Merritt Committee Report for insurance rates criticized competition in rates and indicated strong support for rating bureaus, but indicated that they should be subject to state regulation.
   The National Convention of Insurance Commissioners (NCIC) came out with similar findings in 1914, even proposing that membership in rating bureaus be mandatory.
   This focus on insurance solvency and support for the anticompetitive behavior of rating bureaus then set the stage for the next development in insurance regulation.   Kansas had already enacted the first rating law that allowed joint ratemaking under regulatory supervision, adopting this approach in 1909.
  By 1944, 18 states regulated fire insurance rates.
 

The findings of the Merritt Committee and the NCIC illustrate one of the common problems of regulation.  Regulation often focuses on the environment that previously existed, and develops solutions to deal with the past problems, not recognizing that the situation has actually changed.  Both studies supported joint ratemaking due to the risk of catastrophic fires.  However, the San Francisco fire of 1906 was the last of the great city destroying fires in the United States.  The lessons of that fire, and social and technological developments, led to a significant reduction in the risk of a catastrophic fire.  In fact, the $350 million in losses from the San Francisco fire was not surpassed even in nominal terms until the 1989 Texas fire at the Polyolefin plant caused $750 million in losses, despite population growth and inflation.  In inflation adjusted terms, the San Francisco fire loss was almost four times as large as the largest (in nominal dollars) fire loss in history, the Oakland fire storm of 1991 that caused $1.5 billion in losses.
  

Another development that dramatically affected the insurance environment of the early twentieth century was the introduction of the "reasonably priced, reliable and efficient" Model T by Henry Ford in 1908, only two years after the San Francisco fire and a few years prior to the Merritt Committee and NCIC reports.
  The automobile not only revolutionized the transportation system in this country, it also caused a major shift in the property-liability insurance industry as well, as automobile insurance soon replaced fire insurance as the largest line of business.  The primary risk of automobile insurance was liability, not damage to the property itself.  Also, automobiles were not subject to the fire peril, or other catastrophic exposures, to the same extent that buildings and their contents were.  The regulatory role envisioned by the Merritt Committee and the NCIC did not, and perhaps could not, encompass such a dramatic shift in the industry.   

 State regulation of insurance developed in this country despite the constitutional reservation of the power "to regulate commerce … among the several states" for the federal government.  In the early 1800s, as an attempt to escape state regulatory restrictions, some insurers tried to get the U. S. government to assert regulatory control over the industry, likely based on the opinion that federal regulation would be less intrusive than state regulation.  This attempt was not successful.  The first major legal challenge to state regulation occurred when Samuel Paul, an agent for a New York insurer, wrote a fire policy for a Virginia insured.  The Commonwealth of Virginia claimed that Paul had to obtain a license in Virginia.  Paul refused and continued to write fire insurance until he was arrested, convicted and fined.
  Paul contested this treatment based on the commerce clause.  In 1869 the U. S. Supreme Court ruled against Paul by finding that insurance was not commerce within the meaning of the interstate commerce clause.  First, insurance was not considered commerce since it was intangible and not a good or a service.  Secondly, since insurance policies do not take effect until delivered to the policyholder, they were held to be local contracts, even if written by an insurer from a different state.
  This contorted ruling allowed states to continue to regulate the business of insurance.   

This strained interpretation of commerce held for 75 years.  During this time, several significant federal antitrust laws were enacted, including the Sherman Act of 1890 that provided for regulation of monopolies and prohibited restraint of trade or commerce, the Clayton Act of 1914 that dealt with anticompetitive mergers, the Federal Trade Commission Act of 1914 that addressed the issue of fair trade and the Robinson-Patman Act of 1936 that prohibited ratemaking in concert and provided specific guidelines for pricing differentials within a single company.  

The extensive antitrust activity, strongly supported by both economic theory and practical experience, prohibited the formation of monopolies, the operation of cartels and joint pricing activity in most areas of the economy.
  Only in situations where monopolies were clearly in the public interest due to significant economies of scale (such as the case of electric utilities) would monopolies be tolerated, but then subject to extensive regulation.  Joint activities were allowed (such as tire companies working together to develop standardization in tire sizes), but joint pricing was clearly prohibited under the Federal antitrust statutes.  

The insurance industry was fortuitously exempt from the early antitrust legislation thanks to Paul v. Virginia.  However, the nature of the insurance business is such that joint pricing activities can actually serve the public interest by fostering new entry, which serves to promote competition, and by reducing the risk of mispricing, which restrains premium levels.  The unique feature of insurance that generates this anomaly is that the cost of the insurance product is not known until well after it is sold, when the losses that the policy covers have occurred and been settled.  For almost all other goods and services that consumers purchase, the price is set after they have been produced, making the pricing question relatively straightforward.
  Insurance, however, is pricing the future.  The more historical  information that a company has on which to base the forecast of future losses, the more accurate the price can be.  A company that has no historical information would simply not be able to price a new line of business realistically, which would prevent any risk averse entity from writing a new line of business.  A small insurer, if allowed only to use its own loss experience, would be at a severe competitive disadvantage as random error would lead to prices that diverge significantly from the correct values, and competition would lead to their obtaining few overpriced risks but many under priced risks, contributing to insolvency risk for the company.  By allowing, or mandating, insurers to share past loss experience, all insurers benefit by being able to generate more reliable prices.  Consumers also benefit from accurate insurance pricing, as insolvency risk is reduced and insurers, with less uncertainty, are able to reduce the risk load that would be needed.

The genesis of the case that overturned Paul v. Virginia began in 1922, when the state of Missouri tried to reduce the rates of the regional rating bureau.  The industry responded by filing numerous lawsuits to prevent this action.  The result was a negotiated plan finalized in the late 1930s that included payments to state officials.  The Missouri Attorney General  challenged this settlement and asked the U.S. Department of Justice to get involved since many of the members of the Southeastern Underwriters Association were domiciled in states other than Missouri.
   The SEUA was a fire rating bureau that required that members adhere to the promulgated rates, prohibited members from providing reinsurance for non-members, prevented agents of member companies from representing non-members and placed other restrictions on competition.  Although subject to state regulation, by making payments to state regulators as part of the negotiated settlement, the bureau effectively eliminated restrictive regulation.  The SEUA was charged with violating the federal antitrust laws regarding restraint of trade and anticompetitive behavior.  The SEUA's defense rested on the finding in Paul v. Virginia that insurance was not commerce and therefore insurers were not subject to federal antitrust laws.

In 1944 the U. S. Supreme Court held that insurance was indeed commerce and that policies written by insurers not domiciled in the state in which the policyholder resided were interstate commerce, subject to federal jurisdiction.
  This ruling immediately subjected the insurance industry to the full force of the antitrust laws and abolished the authority of all state insurance departments for any regulatory activity involving insurers not domiciled within the state.  Given the drastic impact of this ruling, the courts delayed the application of the ruling to give legislators, both state and federal, an opportunity to deal with this new statutory environment.

As a result of considerable pressure exerted by states (facing the loss of both regulatory authority and significant tax revenue) and insurers, Congress passed Public Law 15, better known as the McCarran-Ferguson Act, less than 18 months after the SEUA decision.  The law stated that the continued regulation of the insurance industry by the states was in the public interest and affirmed the right of the states to continue regulating and taxing insurance companies.  The law suspended the application of the existing federal antitrust laws to insurance until 1948, and then allowed state regulation to supercede federal antitrust laws (except for cases of boycott, coercion or intimidation - actions alleged under the SEUA case).  Further, the Act specified that no federal law should be considered applicable to insurance unless specifically stated within the legislation.  Commentary that accompanied the law expressed the intent of the legislation was to promote competition within the industry.

This situation created divisions within the insurance industry.  Bureau companies needed state regulation in order to be exempt from federal antitrust laws that prohibited joint pricing activities.  Large independent insurers set rates by themselves.  This would not subject them to federal antitrust laws, so they did not require any state regulatory system to allow them to continue to operate.  Also, the degree of regulation needed to supercede the federal antitrust laws was not clear.  Some argued that rates had to be subject to specific approval while others held that competitive rating would be sufficient.   

In 1944, only 7 states had been regulating auto insurance rates.
  More states, but still not all, regulated fire and workers compensation rates.  The McCarran-Ferguson Act inspired all states to adopt rate regulation over the next few years.  The National Association of Insurance Commissioners (NAIC) proposed model legislation for rate regulation that allowed for three different approaches to rate regulation:  1. mandatory bureau rates, 2. prior approval and 3. open competition.

The combined effect of the SEUA decision and the McCarran-Ferguson Act spurred all states to adopt some form of rate regulation by 1951.
  In most cases, the regulation took the form of prior approval laws, since there was legitimate concern that competitive rating laws might not satisfy the legal requirement of state regulation of rates stipulated by the McCarran-Ferguson Act.  However, several states, including California, did adopt open competition rating laws that were later held sufficient to replace the federal antitrust laws.
  The evident success of the open competition laws led to several analyses of rate regulation during the 1960s.

One significant study on insurance rate regulation in this era was conducted by the New York Insurance Department in 1969.  This report supported competition as a means of assuring appropriate rates and proposed that New York adopt an open competition rating law.
  New York did, in fact, adopt an open competition form of rate regulation effective in 1970.  The environment in which the industry operated had changed significantly, with the risk of catastrophic fire losses declining due to strengthened building codes and effective fire departments, the growth of a number of independent insurance companies that did not belong to rating bureaus and the increasing importance of automobile insurance, which did not have the same catastrophic loss potential, for property-liability insurers.  With the risk of catastrophic losses having been reduced significantly, competition could work effectively to maintain reasonable rates within the industry.

III.  Rate Regulation in Illinois

In line with many other states, Illinois enacted a prior approval rating law for automobile insurance in 1947.  This format was adopted, in part, due to concern that competitive rating would not suffice to exempt insurers from federal antitrust laws.  In 1969, in line with the general movement in progressive states toward competitive rating systems, the state legislature enacted an Open Competitive Law that became effective January 1, 1970, replacing the prior approval law.  This legislation included a sunset clause that caused the Open Competition rate regulatory law to expire in August, 1971.  The intent apparently was either to renew the rate regulatory law or to revise this legislation after a brief experiment.  However, a stalemate in the state legislature prevented either proposal from being enacted, so the rate regulatory law in Illinois expired and was not replaced.  Thus, Illinois became the only state in the country without a rate regulatory law.   

The lack of a rating law caused some concern that the federal antitrust laws could be applied to joint ratemaking in Illinois.  In response, the rating agencies, including Insurance Services Office (ISO), stopped promulgating rate manuals in Illinois.
  Instead, ISO distributed loss costs, essentially the pure premiums without any loading for expenses.  It was left to the member companies to add a provision for expenses and reprint the manuals with these independently determined premium levels.

The relative success of the competitive system has dissuaded the state legislature from enacting any rate regulatory law, so Illinois continues to operate in a completely open competition environment for most lines of business, including private passenger auto insurance.  In effect, the argument over rate regulation has focused on whether to enact a competitive rating law or to continue to operate without any rating law.  Illinois is the state of domicile of the two largest personal lines writers, State Farm and Allstate.  Since these insurers set rates independently, they do not require state rate regulation in order to be exempt from federal antitrust laws.  Their presence has provided support for the competitive rating environment.
    Rates for the involuntary automobile insurance market in Illinois are regulated.  Also, regulations mandate that whatever rates companies do charge for auto insurance must be filed with the insurance department no later than ten days after their first use.  Additionally, legislation restricts insurers from charging different rates within the city of Chicago.  Thus, whatever rates apply to any one portion of the city are the rates that apply throughout the city for that insurer.  There are no restrictions on rates in Chicago relative to other areas within the state.

Even though insurance rates in the voluntary market are not regulated, the Illinois Insurance Department does not take a laissez-faire approach to insurance regulation.  The department regulates insurance solvency and market conduct, and analyzes the insurance market to make sure that competition is serving to provide coverage.  In fact, since the department is not required to regulate rates, it can focus its efforts on other aspects of insurance regulation that are more widely regarded as being useful and necessary.  


Illinois is the only state in the country without a rate regulatory law.  All other states have either restrictive rate regulations, requiring companies to obtain specific approval before adopting new rates, or have provisions in their rating laws that allow the insurance department to disapprove rates that have been filed.  Insurers in these states must provide varying levels of supporting documentation for rates.  The information requirements and regulatory review process in each state are costly, both to the insurance department and to insurers.  The Illinois experience can shed light on whether rate regulation is necessary or beneficial.  If not, then other states can achieve the benefits of the Illinois system by repealing their rate regulatory laws.   

IV.  Prior Research on Automobile Insurance Rate Regulation

Many studies have addressed the effect of rate regulation from a variety of viewpoints.  The Department of Justice, in a study on the effect of state regulation, commented that the experience in three open competition states (California since 1947, Illinois since 1969 and New York since 1970) clearly illustrated the benefits of competitive rating laws.
  Early studies found that rate regulation tended to raise auto insurance rates, but these were based on experience through the 1970s (Joskow, 1973, Ippolito, 1979).  However, more recent studies have determined that since the 1980s, rate regulation has had the effect of lowering auto insurance rates (Harrington, 1984b, Harrington, 1987, Grabowski, Viscusi and Evans, 1989).  Other studies have found no significant effect of the type of rate regulatory law, although the concentration level is an important variable (Bajtelsmit and Bouzouita, 1998).  Rate regulation has also been found to lower the number of insurers writing in a state and reduce the market share of direct writers, assumed to be the lower cost writers (Harrington, 1984a, Suponcic and Tennyson, 1998, Tennyson, 1991 and 1993)  .  Rate regulation tended to make it harder for residents to find insurance and increased the residual market size within the state (Cummins and Weiss, 1995).

One problem with studies of the effect of rate regulation is the determination of what, in fact, constitutes rate regulation.  Most prior studies determine the type of rate regulation based on the rating law in effect in a given state.  State made rates, mandatory bureau rates and prior approval rating laws are generally considered to be strict regulation.  File-and-use rating laws are also sometimes included as strict regulation, but sometimes considered to be competitive rating.  Use-and-file and no-filing states (and sometimes file-and-use) are considered to be competitive rating.
  However, in practice there are considerable differences in the application of a rating law, with some prior approval states routinely approving all filings and some file-and-use states that frequently disapprove rate filings, forcing companies to refile new rates the insurance department finally accepts them.  An alternative measure of rate regulation is based on perceived regulatory restrictiveness, based on a survey of insurers operating within a state.
  Conning and Company, an insurance management service and investment broker, has periodically performed such studies and promulgated the results to clients.  Initially, these studies were based on the 30 largest states (based on premium volume), but starting in 1984 the studies were expanded to all states and then, in 1991, to all states and the District of Columbia (Conning & Company, 1980 and 1994).   One advantage of the use of the Conning & Company studies is that regulation is measured, not based on a 0/1 dummy variable, but on a scale that ranges on a much wider basis (from 1 to 51, based on recent studies).  The disadvantages of the Conning and Company studies are their reliance on subjective opinion, which may reflect historical, rather than current, practices, the infrequency with which the analyses are done and the limited number of states originally included in each survey.  

Although the two regulatory variables are correlated ((=.589), there are some notable differences in state results.  For example, the Conning & Company survey ranks Michigan as 47th, 45th and 45th in the 1984, 1991 and 1994 surveys, respectively, regarding relative freedom to manage personal lines business.  However, Michigan has had a competitive rating law for automobile insurance over this entire time period.  Alternatively, Alaska ranked 7th in 1991 and North Dakota ranked 4th in 1994, but both had a prior approval rating laws in force for auto insurance for over 20 years.  In effect, measuring regulation is an inexact process regardless of the approach taken.   However, Illinois ranked second (to California) in 1984 and first in both 1991 and 1994 by the Conning & Company survey, confirming the freedom insurers have in Illinois in regard to automobile insurance rates.  

One clear fact about automobile insurance regulation is that Illinois represents a unique regulatory environment since it is the only state operating completely without a rate regulatory law.  Given the size of the state, the diversity of residential and driving conditions, and the length of time this regulatory system has been in place, any benefits of, or problems related to, this unregulated environment would be clearly evident.  Thus, Illinois represents an excellent case study of the effect of not regulating automobile insurance.     

V.  Studies of the Illinois Experience

Given its unique position, Illinois has been the subject of a number of studies on the effect of competitive rating.  A set of interviews conducted with small insurers operating in the state in the 1970s found general support for insurance regulation in the state and indicated that these insurers believed that markets were competitive.
   Two rate studies conducted in the 1970s found that automobile insurance rates in Illinois tended to be lower than in similar geographical areas in other states.
   Another study indicated that loss ratios in Illinois for automobile insurance declined over the first five years that competitive rating was in effect.
  A study by Cummins and Weiss (1995) reported that 150 insurers were writing auto insurance in the state of Illinois in 1990, more than in any other state, compared to an average number of insurers per state of 97.

Under legislation adopted in 1986, during a period when it was hard to obtain coverage for some commercial liability risks, the Director of Insurance is required to report to the General Assembly annually on issues related to cost containment and insurance availability.  These studies provide extensive information about the state of the automobile insurance market, among other lines.  Included in the 2000 report are data about the Herfindahl/Hirshmann Index (HHI) (see Figure 1),  the number of insurers that had filed private passenger rates in 1998 (221), the number reporting written premium in the city of Chicago (192) and the size of the automobile residual market in Illinois compared with national figures (see Figure 2).   All these indications support the finding that the current regulatory system is working in Illinois.

VI.  The Economics of Insurance Regulation


The pervasive nature of insurance regulation has engendered almost as many viewpoints about the need for and the nature of insurance rate regulation as there are different forms of regulation.  These arguments can be used to form a variety of testable hypotheses about the effect of insurance rate regulation.  

Proponents of rate regulation argue that rate regulation is necessary to protect the public from adverse effects that an unregulated environment would produce.  Exactly what those effects would be are not clear.  However, insurance rate regulatory laws consistently state that insurance rates must not be excessive, inadequate or unfairly discriminatory, hence implying that unregulated rates could tend in any of these directions.  Taking them one at a time allows the formation of three distinct hypotheses of regulatory protection.

Joskow (1973) proposes that insurers could form cartels in the absence of regulation, which would lead to excessive rates.  If rate regulation serves to protect policyholders from excessive rates, rates in unregulated states, and in Illinois especially, will tend to be excessive.  Unfortunately, it is not possible to determine if rates are excessive, or inadequate, on an absolute scale for an individual line of business.  Determining the appropriate profit margin for an insurer as a whole, or even of the industry in aggregate, remains an unsolved problem despite extensive analysis of insurance financial results.  A proper analysis requires access a considerable level of financial detail that is not publicly available, and in many cases not even readily available within the firm.  The National Association of Insurance Commissioners has studied this issue extensively (NAIC, 1970 and 1984).  Additional studies on the appropriate profit margin for property-liability insurers include Cummins (1990, 1991), D'Arcy and Doherty (1988), D'Arcy and Garven (1990), D'Arcy and Dyer (1997), D'Arcy and Gorvett (1998), Feldblum (1996) and Van Slyke (1999).  One problem is determining the appropriate components of investment income to include in the profit measure (D'Arcy (1990)).  Another problem deals the appropriate risk adjustment for insurance cash flows.  The complications are compounded when trying to measure the appropriate profit level for an individual line of business by state, since neither investment income nor capital is specifically allocated by line by state.  Thus, determining whether rates are excessive in unregulated markets on an absolute scale cannot be accomplished.  However, it is possible to compare the relative profit level by state by examining the one measurable component of profits that varies from state to state, the loss ratio. 

If rate regulation does protect policyholders from excessive rates, then the loss ratio in states with restrictive rating laws would be higher than the loss ratio in states with competitive rating laws.  On the other hand, the loss ratio in Illinois, without any rate regulation, would be lower than states with competitive rating laws.  If regulated rates are adequate, then insurers would be willing to write business at regulated rates.  Thus, the size of the residual market should be no higher in regulated states than in other states, including Illinois.  Individuals might decide not to insure for a variety of reasons, including the inability to afford insurance coverage and the driver's perception of the cost of coverage compared to the risk of a loss.  Since rates in regulated states would be adequate, while rates in competitive rating states would be excessive, there should fewer uninsured vehicles in states with regulation than in competitive states.  However, there should be no difference in insolvency assessments by type of regulation. 

The early calls for insurance rate regulation were to protect the industry, and the public, from inadequate rates and the resulting insolvencies when catastrophic losses occurred.  This view is encompassed by the requirement that rates not be inadequate.  If rate regulation protects policyholders from inadequate rates, then the loss ratio in states with restrictive rating laws would be lower than the loss ratio in states with competitive rate regulation.  The loss ratio in Illinois would be higher than that in competitive rating states.  Also, since unregulated rates would be inadequate, insurers would not be willing to write all risks.  Thus, the residual market share would be lower in regulated states, and higher in Illinois.  If unregulated insurers charged inadequate rates, then the number of drivers that elected not to insure would decline.  Thus, the proportion of drivers without insurance would be higher in regulated states and lower in Illinois.  Additionally, if unregulated insurers tend to charge inadequate rates, then more insurers will become insolvent in competitive rating states, and even more in Illinois, so the number and size of insolvencies will be larger.  Thus, the insolvency assessments will be lower in states that regulate insurance and higher in Illinois.

Another objective of rate regulation is to assure that rates are not unfairly discriminatory.  Fair discrimination, which is allowed, has been held to apply if the rate differentials simply reflect differences in expected losses.  Unfair discrimination would be if the rates for some policyholders did not represent the cost of providing coverage.  If insurers as a whole are unfairly discriminating against particular risk classes, then unregulated insurers would be more profitable.  Individuals that are unfairly discriminated against in unregulated states would be more likely to use the residual market and less likely to purchase insurance.  Thus, in regulated states the loss ratio would be higher and in Illinois the loss ratio would be lower than in competitive rating states.  The size of the residual market would be lower in regulated states and higher in Illinois.  Also, fewer drivers would be uninsured in regulated states, and more in Illinois.  Regulation would not affect insolvency assessments.

The hypotheses developed above all rest on the premise that rate regulation fulfills a useful purpose.  An opposing position is that rate regulation is detrimental to the insurance market.  This position is based on the economic theory that competition will drive prices to the appropriate level.  If the price of insurance is above a firm's marginal cost, then the firm will lower its price to increase market share.  Competition will continue to drive prices down to the marginal cost level of the most efficient firm.  Firms would be unwilling to write business below marginal cost, since that would generate losses.  Since this effect works in the absence of regulation, any regulation would only serve to disrupt the market.  Several theories have been developed based on this premise.

One theory is that rate regulation suppresses rates below the appropriate level (Harrington, 1992).  Based on this theory, the loss ratio in regulated states would be higher than in competitive rating states.  The loss ratio in Illinois should be equivalent to that in competitive rating states.  If regulation suppresses rates, then insurers would be less willing to write risks in regulated states, so the residual market share would be higher in regulated states.  There should be no difference in residual market size in Illinois compared to other competitive rating states.  Since regulation keeps rates below the fair cost, then this theory predicts that fewer drivers will be uninsured in regulated states.  There should be no difference between Illinois and competitive rating states.  Finally, since regulation keeps rates below the appropriate rate level, more insolvencies will occur in states with rate regulation.  Illinois should be similar to competitive rating states.

An alternative theory of rate regulation, termed capture theory, presumes that the regulated industry will gain control of the regulatory process and utilize it to increase profit levels (Stigler, 1971).  Based in this theory, loss ratios would be lower in regulated states than in competitive rating states.  The loss ratio in Illinois should be equivalent to that in competitive rating states.  Since rates in regulated states would be higher than necessary, the size of the residual market would be lower in regulated states.  More drivers would be uninsured in regulated states, due to the excessive rates insurers would charge.  Since rates in regulated states would be excessive, the rate of insolvency would be lower in those states.  In all instances, Illinois should not be different from competitive rating states.

Peltzman (1976) expands on capture theory by allowing for differing levels of interest group pressure depending on the economic conditions.  At times, the regulated industry will prevail, specifically during recessions or other difficult economic times, but at other times consumer groups will prevail, specifically during economic expansions or other favorable economic conditions.  Thus, regulation will serve to increase profit levels when financial results are poor, but to reduce profit levels when financial results are more favorable.  Thus, regulation would have the effect of reducing the variability of results.

Based on this theory, termed maximization of political support, the effect of regulation will fluctuate with market conditions.  The countrywide loss ratio for automobile insurance tended to increase during the period 1980-1990, and then declined from 1991-1998.  (See Figure 3).  Increasing loss ratios indicate strong competition by insurers, which would suggest that they would not be the dominant pressure on regulators.  When loss ratios are declining, insurers are facing the need to raise rates faster than loss costs, and would be more strongly motivated to influence the regulatory process.  Based on this theory, the coefficients of the regulatory variables should differ over the sample periods, with loss ratios in regulated states being higher than in competitive states for the first period and lower than competitive states in the latter period.  In Illinois, without any regulation, the loss ratios should be the same as in competitive states.  Over the entire period, results would be less variable in regulated states.  This theory would also suggest that the size of the residual market would also vary with the cycle.  The residual market would be larger in regulated states in the first period (when consumers dominate the regulatory process) and lower in the second period (when the industry would dominate the process).  The number of uninsured drivers would be lower in regulated states during the first period (when rates are suppressed by consumer influence) and higher in the second period.  Insurer insolvencies would also follow a cycle, but due to the lag between insolvency problems developing and insolvency assessments being made, this cannot be ascertained from this sample. 

A final theory of regulation, termed market disruption, is proposed here.  Under this theory, rate regulation is unnecessary for auto insurance, since competition will serve to this price this product in line with expected costs.  Rate regulation will not necessarily lead to inadequate rates in the long run, since insurers can respond to inadequate rates by refusing to write unprofitable business, reducing the level of service provided to lower costs and even withdrawing from the market if necessary.  However, rate regulation will disrupt the rating process.  Loss ratios will be more variable in regulated markets, and less variable in Illinois.  Insurers will have fewer rate changes in regulated states, and the rate changes will be, on average, larger.  In Illinois, rate changes will be more frequent and smaller.  Since insurers will refuse to write unprofitable business in the voluntary market, the residual market will be larger in regulated states, and lower in Illinois.  Finally, since regulation distorts the normal market functions, insolvencies will be more frequent and more costly in regulated states, and less frequent and less costly in Illinois.  

Table 1 summarizes the predicted results based on the different economic theories of regulation.  These theories predict a variety of different results.  The remainder of this chapter will take advantage of the different forms of regulation applied in the insurance markets to determine which, if any, of these theories can be supported by empirical evidence.

VII.  Analysis of the Illinois Experience

Illinois is the only state in the nation that does not formally regulate insurance rates for the voluntary automobile insurance market.  The Insurance Department does obtain all rate manuals and monitors the insurance market by examining the level of competition and premium levels.  The Department also regulates residual market rates, market conduct and insurance solvency.  However, rates are not subject to approval and cannot be disapproved, leaving insurers free to charge whatever rates market conditions dictate.  This unique position sets Illinois apart from all other states by providing a completely competitive market for insurance.  Illinois is not simply similar to other states that have competitive rating laws; by not having a rate regulatory law, Illinois represents a significantly different regulatory environment.  Analysis of the Illinois experience can provide insight into whether rate regulation is necessary, or even useful.  Thus, in the analysis of the experience, a dummy variable representing Illinois is used to determine if there are any measurable effects under this system.

Another dummy variable is used to represent states that regulate insurance rates.  This variable follows the definition used by Harrington (2001), with state made rates, any form of prior approval law or a file-and-use law with prior approval required for deviations from rates filed by rating bureaus leading to a classification of regulated.  If rates are regulated, the state value is 1.  Otherwise, the value is 0, which would apply to states that have file-and-use rating laws, use-and-file laws, filing only laws, no filing laws, flex rating with a large flex rating band or no rating law at all, as is the case for Illinois.  When results over time are analyzed, the average of the dummy variables for each year over the appropriate time period is used.  

A second classification of regulation is based on the Conning & Company rankings of states based on freedom to manage personal lines business.  This variable ranges from 1 to 51.  Since this variable is only available for 1984, 1991 and 1994, it is used only to analyze results over a period of time.  In each case, the average value for the appropriate years is used.   
The first analysis of the Illinois experience is a comparison of loss ratios by state.  In prior studies of regulation, the loss ratio (or its inverse) has been used as a proxy for the price of insurance.  The loss ratio is determined by dividing incurred losses (sometimes including loss adjustment expenses) by the earned premium.  The incurred losses available for this study are calendar year values, meaning that they represent paid losses and changes in loss reserves during a particular year (or calendar quarter) for all claims outstanding, not just those that occurred in the current time period.  Thus, reserve changes on claims from prior years can affect the values (Weiss, 1985).

The source of information for this comparison is annual data for 1980-1998 from page 14 in the Annual Statement.  The results of three regressions are shown on Table 2, the entire time period, the period 1980-1990 (when loss ratios were generally rising) and 1991-1998 (when loss ratios were generally falling).  In each case, the coefficients of regulation and of Illinois are insignificantly different from zero.  Thus, none of the theories of regulation that predict a significant effect of regulation on the level of the loss ratio are supported.

The Maximization of Political Support theory predicts that the volatility of the loss ratio will be lower in states where rates are regulated and higher in Illinois.  The Market Disruption theory predicts that the volatility of the loss ratio will be higher in states where rates are regulated, and lower in Illinois.  The standard deviation of the loss ratio by state over the period 1980-1998 was calculated and used as the dependent variable is several regressions, with the results shown on Table 3.  The variable Regulation is the average of the yearly dummy variables for restrictive regulation over the period 1980-1998.  Thus, a state that had a prior approval law for the entire period would have a value of 1, whereas a state that had a competitive rating law for the entire period would have a value of 0.  An alternative measure of regulation used in this study was the average Conning & Company state ranking over the years 1984, 1991 and 1994.  This value could range from 1 (if a state had been ranked as providing the most freedom to manage personal lines business) to 51 (if a state had been ranked as the most restrictive each year).
  A dummy variable representing Illinois was also included in some of the models.  In model 1, Regulation was the only explanatory variable, and restrictive regulation was shown to significantly (at the 10% level) increase the variability, as predicted by the Market Disruption theory.  In model 2, the dummy variable for Illinois was the only explanatory variable, and the results were not significant.  When both Regulation and Illinois were included as explanatory variables, each had the expected sign based on the Market Disruption theory, but neither were significant.  When the Conning & Company was used to represent regulatory restrictiveness, the results were significant (at the 0.5% level) in the direction predicted by the Market Disruption theory.  The variability was higher for states that regulated restrictively.   These findings provide support for the Market Disruption 

Several insurers provided confidential rate change information for the period 1990 through 1999.  Table 4 shows the number of rate changes two insurers made in selected states and the average absolute value of those rate changes, along with the results of t-tests comparing sample means based on one-tailed tests.  The number of rate changes is lower in prior approval states, but not significantly different from zero, for both companies.  On the other hand, the average (absolute value) size of rate changes in prior approval states is significantly higher (at the 5% level) for both companies.  Table 5 reports the results of additional regressions that test the effect of regulation on the number of rate changes and the average size of those changes for the pooled sample.  The Market Disruption theory suggests that regulation will reduce the number of rate changes and increase the size of those changes.  In Illinois, changes should be more frequent and smaller.  Although the coefficients for Illinois are not significant, the type of regulation does reduce the number of rate changes (significant at the 10% level) and increase the size of rate changes (significant at the 1% level).  The Conning & Company ranking also shows a significant effect for the size of rate changes (significant at the 5% level), again providing support for the Market Disruption theory.  

The next question that is addressed is whether any of the problems with automobile insurance are exacerbated in Illinois compared with other states, or by restrictive rate regulation.  First, is insurance coverage readily available to the public in the voluntary market?  One measure of insurance availability is the size of the residual market.  These policyholders were unable to obtain coverage in the voluntary market and instead purchased coverage through the state's residual market mechanism.
  

Based on data provided by the Automobile Insurance Plans Service Office (AIPSO), the ratio of the number of written car years insured in the residual market to the number of written car years in the voluntary market was calculated for 1981 through 1998.  Table 6 shows the results of a regression of the size of the residual market as a function of the type of regulation, a dummy variable representing Illinois and the proportion of the population residing in urban areas, both for the entire time period and for the periods 1981-1990 and 1991-1998.  Restrictive regulation significantly increased the size of the residual market for all the time periods analyzed, providing support for the Rate Suppression and Market Disruption theories.  The urban population proportion increased the size of the residual market for the entire period and for the period 1981-1990.  Surprisingly, the coefficient of urbanization was actually significantly negative over the period 1991-1998.  This result occurred due to the success that two highly urban states, Massachusetts and New Jersey, had in reducing the size of their residual markets in the 1990s at the same time that a relatively rural state, South Carolina, experienced a rapid growth in its residual market size.
  The coefficients for Illinois were not significantly different from states with competitive rating laws in any of the time periods. 

The other measurable characteristic that provides information on the effectiveness of a state's regulatory system is the percentage of drivers that do not purchase insurance coverage. The actual number of uninsured drivers is nearly impossible to measure.  Some studies have compared the number of insured passenger vehicles with the number of registered vehicles by state in an attempt to measure the uninsured population.  One problem with this method is due to differences in the classification of many vehicles, specifically the classification of many light trucks and mini-vans as commercial vehicles in state registration figures, but as private passenger vehicles by insurers.  This discrepancy requires that the data be adjusted in an attempt to correct for this problem, or caution in interpreting the results for individual states.  The Insurance Research Council has determined an alternative method of estimating the uninsured driving population, by comparing the uninsured motor vehicle claim frequency with bodily injury claim frequency.
   This method is considered superior to a straight comparison of claims made under the uninsured motorist coverage by state, since it adjusts for the general accident frequency rate across states.  

The average ratios of uninsured motorist claim frequency to bodily injury claim frequency from 1980 through 1986 and 1989 through 1994 (1987-1988 are not available) are shown on Table 7 for Illinois, the comparable states included in the rate change study cited above, all competitive rating states and all prior approval states.  Whereas there is little overall difference between the values for competitive rating states and prior approval states, either in the uninsured motorist claim ratios or the urban population, there are notable differences among the states.  The effect of urban population on the uninsured motorist claim frequency ratio is evident.  Given that the Illinois population is more urban than average, the slightly lower value for uninsured motorist claim frequency ratio is a favorable indication. 

The results of a regression of type of regulation and the percent of the population residing in urban areas (where the incentive to avoid insuring would be the greatest due to higher insurance rates and higher poverty rates) against the uninsured motorist population are shown on Table 8 for the entire time period data are available, and for the two sub-periods.
  The urban population percentage has a very significant influence on the size of the uninsured population in each period.  Neither the type of regulation nor the Illinois variable had a significant effect for the entire time period.  However, for the effect of regulation differed for the sub-periods.  As predicted based on the Maximization of Political Support theory, regulation reduced the size of the uninsured motorist population when loss ratios were rising (although not quite significantly) and increased it (significant at the 5% level) when loss ratios were declining.  

Another indicator of the effectiveness of insurance regulation is the impact it has on insurance insolvency, in many regards the most important aspect of insurance regulation.  Each state has a guaranty fund system that assesses all insurers in a state to compensate policyholders for the financial consequences of the insolvency of an insurer.  All states except New York utilize a post-assessment system, in which the assessments are made after an insolvency occurs.  New York has a pre-funded insolvency program.  The total insolvency assessments for property-casualty insurers by state for the period 1992-1998 was provided by the Alliance of American Insurers.  This is the best available information on the cost of insolvencies by state, but it is not ideal.  First, the assessments cover all lines of business, not just private passenger automobile insurance.  Second, insolvency assessments can be generated in one state due to the insolvency of an insurer domiciled in another state, for which the other state would have primary regulatory responsibility.  Finally, there is a significant lag involved in the effect of an adverse regulatory environment and the insolvency assessments.  Thus, the type of regulation in effect over an extended period of time needs to be considered when measuring this impact.

In the regression developed to examine the effect of regulation on insolvency costs, the dependent variable is the total insolvency assessments by state over the period 1992-1998 divided by the direct written premium for 1992 to adjust for the size of the insurance market during this period.  The independent variables were the average type of regulation (based on Harrington, 2001) in effect over the period 1980-1998 (to reflect the lag effect), a dummy variable representing Illinois and the average regulatory ranking from the Conning & Company reports from 1984-1994.  The results are reported on Table 9.  The average type of regulation had a positive, but not quite significant effect (t-statistic 1.54).  Illinois was also not significant.  However, the Conning & Company ranking was positive and significant at the 5 percent level.  Thus, based on the Conning & Company measure of regulatory restrictiveness, regulation increases the risk of insolvency.  This finding supports the Rate Suppression and Market Disruption theories, and refutes Capture theory and the three theories based on regulatory protection.

The results of all the empirical tests are summarized on Table 10, which also repeats the predicted results from Table 1 for ease of comparison.  In general, the results clearly refute the three theories based on Regulatory Protection.  Thus, based on this analysis, regulation is not necessary to protect against excessive, inadequate or unfairly discriminatory rates.  The predictions of Capture theory were also contradicted; the insurance industry has not captured the regulatory process to increase premiums and profits.   The primary prediction of the Rate Suppression theory, that the loss ratio would be higher under regulation, is not supported, but the corollary predictions that regulation would increase the size of the residual market and insolvency assessments are supported.  The Maximization of Political Support theory prediction that regulation would reduce variability is contradicted, and no support for the divergent effects of regulation on the loss ratio or the size of the residual market were found.  The variation in effect of regulation on the size of the uninsured market did support this theory.  The only theory that was supported in almost every case was the Market Disruption theory.  As predicted, regulation increases volatility, reduces the number and increases the size of rate changes, increases the size of the residual market and insolvency costs.  Insurance regulation serves to disrupt the market, producing only negative effects.

On the other hand, the Illinois experience is not significantly different from other competitive rate regulation systems in any of the analyses.  Even though private passenger automobile insurance is not subject to rate regulation in Illinois, the system appears to work just as effectively as other states with competitive types of rating laws.  By not actively regulating insurance rates, the insurance department saves resources and can direct efforts to more productive areas, including solvency and market conduct regulation.  In addition, insurers are not burdened by a time consuming regulatory process, with uncertain results and delays in applying needed rate levels, which saves money, further reducing the cost of insurance.  The evidence seems to suggest that restrictive regulation induces market failure.  In contrast, not regulating auto insurance rates at all seems to work just as effectively as competitive rating laws.  The general conclusion that can be drawn from this analysis is that the lack of a rate regulatory law in Illinois has not produced any unusual results for  profitability rate level changes, size of residual market, number of uninsured drivers or insolvency assessments.  

VIII.  Conclusion

The Illinois experience suggests that rate regulation for automobile insurance is unnecessary.  Illinois has functioned without a rating law since 1971.  Auto insurance is widely available from a large number of competitors.  Rate changes are frequent, modest and appear to follow claim experience.  Loss ratios and the size of the uninsured and residual market, as well as insolvency assessments, are in line with that in states that have competitive rating laws.  Thirty years of experience suggests that the automobile insurance market functions effectively without any rate regulation.         
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� In fact, Illinois had the lowest value at 1.33 and New Jersey had the highest value at 50.33.


� States utilize a variety of methods for handling the residual market.  The most common method is through an assigned risk plan, with those unable to obtain coverage in the voluntary market being assigned to insurers based on each insurer's voluntary market share.  The insurer must then write the assigned risk for a set period, normally three years.  Other states have a joint underwriting association (in which specified carriers write all residual market policies, but the losses are shared among all insurers), reinsurance facilities (in which insurers must write all applicants for insurance, but can select to reinsure selected drivers with the reinsurance plan, with losses from the reinsurance plan spread among all insurer in the state) or state plans that provide coverage for those uninsurable in the voluntary market.


� In 1985, for example, the ratio of the residual market to the voluntary market in Massachusetts was .9781, in New Jersey was .7119 and in South Carolina was .3785.  By 1993, the value had declined for Massachusetts to .1130 and for New Jersey to .0217, but in South Carolina the value had increased to .7118, the highest in the country.  
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� Prior studies on factors influencing uninsured motorist claims have yielded conflicting results about the effect of other variables.  Ma and Schmit (2000) found that the percent of a state's population living in poverty (a variable highly correlated with urbanization), whether a state has a financial responsibility, compulsory insurance or no-fault law and the percent of the population residing in metropolitan areas all had a significant effect.  The Insurance Research Council (1999) found that insurance laws had only a limited impact.  Neither study considered the type of rate regulatory law in effect.
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