Money, Money, Money
Why is (or was) there so much capacity
in U.S. property-casualty insurance?
by Joseph S. Harrington

After a prolonged period of abundant capital, soft pricing, and relaxed underwriting
standards, signs indicate that the property-casualty insurance market may be starting
to harden. Still, the abundance of capacity in the business is remarkable, given the
level of losses from natural catastrophes, low investment returns, and expanded
insurable risks—particularly cyber exposure. Understanding how the business became
so capitalized will help insurers understand their strategic capabilities and limitations.

will it take — or did it take — to finally
“ What
harden the market and allow insurance
practitioners to impose the kind of pricing
and underwriting standards they yearn for?

Timing is everything.
This article was conceived as an attempt to
explain why the U.S. property-casualty (p/c)
insurance business had been so abundantly
capitalized in recent years, with insurers
lamenting that they could not maintain
underwriting and pricing discipline.
Then, as the article neared completion in
the early summer of 2019, these headlines
appeared in a single email from Business
Insurance magazine:1
• “D&O rates skyrocket in hardening
market”
• “Casualty rates rise as capacity tightens”
• “Higher rates, reduced capacity squeeze
commercial property buyers”
Are market conditions conspiring to steal this
author’s thunder? Commercial underwriters
will believe it when they see it, but many
insurers will welcome it when it happens. For
many younger CPCUs, it may be their first
experience with a hardening market.
For most of the 21st century, the domestic
U.S. p/c business has remained remarkably
well-capitalized, despite low investment
returns, record levels of catastrophe losses,
and an expanding range of risks to cover,
most notably cyber exposures.
At the end of 2018, Guy Carpenter & Co.
reported that capital for the entire industry
had grown from $686 billion to $767
billion over the preceding three years,
amounting to an annual compound growth
rate of 3.8 percent. It also noted that this
growth occurred when the return on p/c
underwriting was considered to be below the
cost of capital.2
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Moreover, in the period following 2016, the
p/c business recorded its lowest investment
yields since the 1960s while encountering
its highest number of catastrophes since
1980.3 In seven of the past 12 years,
the U.S. p/c industry’s return on equity
lagged below that of both life insurers and
commercial banks—and well below that of
Fortune 500 companies.4

Part of the answer lies in the enormous
amounts of money made in equity markets
since the last recession. In a 2015 report
on p/c capital, the accounting firm Dixon
Hughes Goodman (DHG) stated that “this
massive increase in wealth” was a key
factor in “significantly increased demand for
investments in the United States property
and casualty insurance market.”7

Although they provide different measures,
both Aon and Willis Towers Watson agree
that reinsurance capital fell 3 to 5 percent
in 2018, the first decline in three years.
However, that decline was offset in part
by a 6 to 9 percent increase in alternative
risk capital. “Available capacity . . . remains
plentiful,” reported Business Insurance at
the time.5

DHG credited the resulting record level
of capital to two other factors: (1) that it
had been nine years since a Category 3
or greater hurricane had made landfall in
the United States and (2) that “insurable
property and casualty risk is relatively fixed
as the industry is not able to drastically
change the amount of risk available.”

Along these lines, consider this
observation from Jeff Summerville, head
of North American casualty, financial,
and professional lines for Swiss Re: “The
market is moving upward (hardening) when
it comes to both terms and premiums
right now, especially for insureds that
present a challenging risk profile. But not
dramatically. And not to the degree we feel
it should be [emphasis added].”
For its part, a committee of the Wholesale
& Specialty Insurance Association, a trade
association for surplus lines insurers, states
in a report last updated in June 2018 that
“the market continues to see increasing
capacity in all areas and from all players,
and this trend will continue.”6

Stock Earnings
So what’s going on? What will it take—or
did it take—to finally harden the market
and allow insurance practitioners to
impose the kind of pricing and underwriting
standards they yearn for?

DHG’s analysis, while thorough, overlooked
a couple points: 2012’s Superstorm Sandy,
although technically not a hurricane upon
landfall, caused immense damage in a
wide area, and cyber insurance in 2015
was emerging from a specialty line into
a standard line of coverage sought by
organizations of all types and sizes.

Bond Wealth
Economist Robert Hartwig, former president
of the Insurance Information Institute and
now a professor of finance and risk at
the University of South Carolina, uses the
term “consistent over-capitalization” to
characterize the U.S. p/c industry of recent
years. He’s quick to add, however, that the
idea of over-capitalization may not apply
to mutual companies, who account for
a substantial share of p/c premium and
assets in the United States.
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“Mutuals have a different operating
objective, one that explicitly calls for the
expansion of surplus,” Hartwig says.
“Accumulation of ‘excess’ capital is not
necessarily a bad thing for a mutual. For a
stock company, however, the insurer must
provide a risk-appropriate rate of return
on that capital—hence, there is less of an
incentive to hold excess capital.”
According to Hartwig, part of the
explanation for consistently high levels of
p/c capital is that historically low interest
rates, while driving down investment
income, have boosted the value of insurer
bond holdings.
“From an asset valuation standpoint, bond
prices have generally benefited from low
interest rates,” he says. In other words,
“Since roughly two-thirds of the p/c
industry’s investment portfolio is held in the
form of fixed income securities, the effect
of falling interest rates has been to push
the value of older, higher-yielding bonds
upward, thus contributing to the rise in
policyholders’ surplus.”8

Successes
A complete explanation of insurance
capacity requires insurers to look to their
own successes, says James Lynch, chief
actuary and director of research and
education for the Insurance Information
Institute. Lynch doesn’t know if the p/c
business is any better than others in
attracting capital, but he’s confident the
industry has become much better at
managing and pricing risk—and thus in
making better use of its capital.
It’s widely recognized that insurers can’t
know their final “cost of goods sold,” so
to speak, until all the claims from a period
are closed. According to Lynch, few people
in the business today realize how difficult
it was, decades ago, for insurers to even
know what they were actually charging for
the units of exposure they were covering.
Given those uncertainties, insurers had to
hold a lot of capital by today’s standards to
support their level of risk.
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With modern computing power, carriers are
“creeping more closely toward certainty” in
their pricing and loss estimates, Lynch says.
This allows them to plan more realistically
for profitability and reduces the intensity
of the insurance cycle to the point that it
barely exists.
Low interest rates have put an end to “cash
flow underwriting,” he adds, while property
catastrophe modeling has attracted
investment capital to alternative risk
transfer instruments.
On the liability side, successful efforts
at tort reform have established limits
on certain types of losses, primarily
noneconomic damages. As a result, “in
the last 30 years, there’s been a lot less
variability in casualty results, so premium
has been dropping,” says Lynch.
“Decisions to invest are not made on an
industry basis,” he continues. “They’re
made on a line by line, company by
company, deal by deal basis. In the
aggregate, the relative risk of insurance is
such that investors are content with that
level of return.”

Is Hardening

Happening?
So what has Business Insurance seen to
lead it to believe that capacity is under
stress? In three articles released on the
same date, the publication reported:
• “Significant” rate hikes, many more than
20 percent, for renewals of directors and
officers (D&O) insurance, along with a
declining interest in new business9
• Unusually high increases in pricing for
umbrella and excess liability coverage10
• A “flattening” of workers compensation
rates after several years of decreases11
• Evidence that a growing percentage
of commercial property accounts were
seeing rate increases, with estimates
of catastrophe coverage hikes ranging
between 10 and 15 percent12

Observations like these are echoed
elsewhere, with Willis Towers Watson
(WTW), for one, reporting that “we are
seeing price firming almost universally.”13
Yet there are indications that the most
recent market hardening may be occurring
in spite of the ample capacity, not because
of it. The WTW report goes on to say that
“while capital remains plentiful, insurers
are demonstrating their long-sought pricing
discipline as they exercise more judicious
deployment of capacity.”14
Michele Sansone, president of the North
America property insurance business for
Axa XL, is quoted in Business Insurance
as saying, “We’ve been consistent in the
capacity, we just don’t think we’re getting
paid enough for it—in fact, we know we’re
not getting paid enough for it—so we need
to drive that pricing.”15
This suggests that, for now at least, there
is ample capacity in the p/c market for
covering new forms of risks that arise in a
robustly innovative economy.
Deal with it. 
1.	
Business Insurance email message, June 28,
2019.
2.	Matthew Lerner, “Property/casualty insurers
eye opportunities for growth,” Business
Insurance, Jan. 3, 2019.
3.	Beth Fitzgerald and Robert Gordon, Property/
Casualty Insurance Results: 2016, Verisk
Analytics, 2017, p. 4.
4.	James Lynch, “The Property/Casualty
Landscape Profitability, Growth –
Disruption?,” Insurance Information Institute,
September 2016 presentation.
5.	Matthew Lerner, “Reinsurance capacity
remains plentiful ahead of June renewals,”
Business Insurance, May 7, 2019; see also
Willis Towers Watson, Willis Re Reinsurance
Market Report April 2019: Results for yearend 2018.
6.	Wholesale & Specialty Insurance Association,
Increased Capacity, a report of the Emerging
Issues & Innovation Committee, June 2018,
p. 4.

7.	Dixon Hughes Goodman LLP, Capital in
the Property and Casualty Insurance
Marketplace, March 19, 2015.
8. Email to the author, June 27, 2019.
9.	Judy Greenwald, “D&O rates skyrocket in
hardening market,” Business Insurance,
June 25, 2019.
10.	Matthew Lerner, “Casualty rates rise as
capacity tightens,” Business Insurance, June
25, 2019.
11.	Lerner, “Casualty rates rise as capacity
tightens.”
12.	Claire Wilkinson, “Higher rates, reduced
capacity squeeze commercial property
buyers,” Business Insurance, June 25, 2019.
13.	Willis Towers Watson, “Insurance
Marketplace Realities 2019 Spring Update—
Executive Summary,” April 23, 2019.
14.	Willis Towers Watson, “Insurance
Marketplace Realities 2019 Spring Update—
Executive Summary.”
15.	Wilkinson, “Higher rates, reduced capacity
squeeze commercial property buyers.”

are indications that the most recent
“ ...there
market hardening may be occurring in spite
of the ample capacity, not because of it
”

INSIGHTS | Fall 2019 | 21

