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Abstract

In this paper, we estimate the demand for homeowner insurance in Florida
Since we are interested in a number of factors influencing demand, we
approach the problem from two directions. We first estimate two hedonic
eguations representing the premium per contract and the price mark-up. We
analyze how the contracts are bundled and how contract provisions, insurer
characteristics and insured risk characteristics and demographics influence the
premium per contract and the price mark-up. Second, we estimate the demand
for homeowners insurance using two-state least squares regression. We
employ 1SO’s indicated loss costs as our proxy for rea insurance services
demanded. We assume that the demand for coverage is essentially a joint
demand and thus we can estimate the demand for catastrophe coverage
separately from the demand for non-catastrophe coverage. Two notable results
are that catastrophe coverage is more price sensitive than non-catastrophe
coverage and that catastrophe coverage is a norma good whose income
elasticity is considerably lower than non-catastrophe coverage, which appears
to be a superior good.



The Demand for Catastrophe Insurance with Bundled Catastr ophic Coverages
I. Introduction

A. The Problem of Catastrophic Risk

The risk of natural disasters in the U.S. has significantly increased in recent years,
straining private insurance markets and creating troublesome problems for disaster-prone
areas. The threat of mega-catastrophes resulting from intense hurricanes or earthquakes
striking major population centers has dramatically altered the insurance environment.
Estimates of probable maximum losses (PMLS) to insurers from a mega-catastrophe range
from $50-$115 billion depending on the location and intensity of the event (RMS/ISO,
1995).1 Under current conditions, many insurers could become insolvent or financialy
impaired if a mega-catastrophe occurred, with rippling effects throughout insurance markets
and the economy (1SO, 19964a).

Increased catastrophe risk poses difficult challenges for insurers, reinsurers, property
owners and public officials (Kleindorfer and Kunreuther, 1999). The fundamental dilemma
concerns insurers  ability to finance low-probability, high-consequence (LPHC) events,
which generates a host of interrelated issues with respect to how the risk of such events are
managed, financed and priced at various levels (Russell and Jaffe, 1997). Insurers have
sought to raise their prices and decrease their exposure to catastrophe losses, while looking
for efficient waysto diversify their exposure through reinsurance and securitization.

However, state legidators and insurance regulators have resisted insurers’ efforts to
raise prices and terminate policies in an attempt to preserve the availability and affordability
of insurance coverage (Klein, 1998). Regulatory restrictions have been complemented by
state residua insurance mechanisms with significant flaws (Marlett and Eastman, 1997).
Government policies have imposed significant cross-subsides from low-risk to high-risk areas
as well as cross subsidies from non-catastrophe lines of insurance to the catastrophe lines.
These policies distort incentives and undermine the ability of market forces to make
necessary adjustments and operate effectively in managing catastrophe risk (Grace, Klein and
Kleindorfer, 1999).

B. Overview of Study

As concerns about natural disasters have assumed center stage, economists have
begun to explore the special problems they pose and their implications for insurance markets.
Understandably, recent research on catastrophe risk has focused on the topics of industry
capacity, reinsurance, securitization, and mitigation. Yet, much less is known about the
microeconomics of catastrophe insurance markets at the primary level (i.e., transactions

! These maximum probable loss (PML) estimates are based on a 500-year “return” period. In other words, the
probability that aloss would occur in any given year that would exceed the PML isonein 500.

2 An Insurance Services Office (1996a) study estimated the impact of severe catastrophes on the financial
condition of 80 insurer groups that report detailed statistical data to 1SO. Utilizing catastrophe models, 1SO
estimated that a mega-catastrophe causing $50 hillion or more in insured losses could result in 36 percent of
insurers becoming insolvent and many more becoming financially impaired, depending on their location. The
ISO analysis included estimates of the impact of insurers' reinsurance arrangements based on information
available from Best’s Reports. The companies in the |SO sample represented approximately 28 percent of total
industry property insurance premiums. For a model and further estimates of industry capacity to cover
catastrophe losses, see also Cummins, Doherty and Lo (1999).



between primary insurers and individual consumers). Anayzing the supply of and demand
for catastrophe insurance and integrating this analysis with research on risk diversification
and mitigation is essential to formulating a more complete picture of the catastrophe risk
problem and evaluating viabl e solutions.

Consequently, a study of the industrial organization of residential/catastrophe
insurance markets under regulatory constraints is an important component of the Wharton
Project for Managing Catastrophic Risks. This component has several primary objectives:

1. Assessment of insurers exposure to catastrophe losses and its implications for the
financial viability of the industry and the distribution of costs among different
stakeholders;

2. Analysis of the industrial organization of catastrophe insurance markets and the structure
and dynamics of supply and demand under current and alternative institutional scenarios;

3. Examination of the influence of reinsurance, securitization and mitigation on the supply
of catastrophe insurance at the primary level;

4. Evaluation of the degree of rate inadequacy and cross subsidies for catastrophe insurance
coverages and the expected effects of easing various regulatory constraints; and

5. Identification of other policy and regulatory reforms that could improve the management
of catastrophe risk and their likely micro and macro effects.

This paper is the fourth in a series of research papers that constitute the first
significant attempt to examine the nature of the supply of and demand for insurance against
natural disasters at a detailed, micro-economic level.®> Our examination has been made
possible with the unprecedented assembly of an extensive, detailed database on residential
insurance transactions affected by catastrophe risk. These data are supplemented by
information on insurer financial and organizational characteristics and the demographics of
residential households at a Zip code level.

Our study is exploring several significant aspects of residential insurance markets
threatened by natural disasters. Our initial work encompasses: 1) the key determinants of the
demand for residential/catastrophe insurance and their effects on the quantity, quality and
price of insurance purchased; 2) the influence of insurer cost structures and other factors on
the amount of insurance supplied; and 3) the effect of regulatory price restrictions and cross
subsidies on residential insurance transactions. Among the phenomena we seek to illuminate
are the sengitivity of demand and supply to prices, policy features and the
bundling/unbundling of perils and coverages. We aso are interested in how insurers scale,
scope and spatial economies interact with risk concentration and solvency in influencing the
supply of insurance.”

% A “master monograph” (Grace, Klein and Kleindorfer, 2000) is available that presents additional information
about this research, including discussion of the institutional context for catastrophe insurance markets and
detailed descriptions of the data used.

* These data were provided to the authors on a confidential basis by the Insurance Services Office (1SO). The
insurers included in this database granted explicit permission for the authors to use these data under a
confidentiality agreement.

® Scale economies occur when a firm's average cost per unit of production decreases as it expands output.
Spatial economies occur when a firm's average costs decrease as its operations or sales become more
geographically concentrated. For example, it may be more efficient for an insurer to service 1,000 policies



In this paper, we focus our analysis on demand side of homeowners insurance
transactions in Florida. We aso have data that we will employ to develop a corresponding
demand model for New Y ork. Further we hope to build a complementary supply model for
both states and also integrate transactions for dwelling fire and extended coverage.® This will
enable us to compare the implications of the different market and regulatory environmentsin
these two states.

C. Summary of Initial Findings

At least two interesting observations arise from this anaysis. First, we find that
catastrophe coverage is more price sensitive than non-catastrophe coverage. Second,
catastrophe coverage is a normal good whose income elasticity is considerably lower than
non-catastrophe coverage, which appears to be a superior. Our observations concerning other
statistical results remain more tentative until we refine the specification of our model.

The paper proceeds as follows: Section Il provides background on the demand for
insurance that we will use in our methodology; Section Ill contains a description of the
methodology and the results; Section IV summarizes the results of our analysis and briefly
describes future research directions.

I1. The Demand for HomeownersInsurancein Florida
A. Introduction to the Demand Analysis

To obtain estimates of the demand for homeowners insurance products, significant
amounts of micro-level data are required. With the assistance of the Insurance Services
Office (1SO), we obtained information from a group of primary insurers writing business in
Florida and New York that report detailed premium and exposure data to 1SO. We use the
data for the four-year period 1995-1998 for the analyses that are reported here.”

The database contains full homeowners premium and exposure data for 60 companies,
comprising some 20 groups, taken as a snapshot in the first quarter of each of the four years,
1995-1998. Each exposure record contains slightly aggregated information on similar groups
of policies in every Zip code in which reporting companies did business. The information
contains relevant data regarding the characteristics of the policies actually purchased by
homeowners for each such company, including premiums, structural information on the
nature of the insured property, and coverages purchased. Additionally, we have compiled

concentrated in a given metropolitan area than geographically dispersed throughout a state. Finally, economies
of scope refer to cost savings obtained from the joint production and marketing of certain products and services.
For example, an insurer may reap scope economies from marketing and underwriting homeowners and personal
auto insurance to the same insured. See Grace, Klein and Kleindorfer (1999) for a more detailed discussion of
scale economies, spatial economies and scope economies in homeowners insurance.

® A small but significant proportion of homes (roughly 10 percent) are insured by dwelling fire policies that also
may include extended coverage. These transactions are of interest as they represent a different approach to
covering property risks than the more common homeowners multiperil package policies. The less bundled
nature of these contracts may be more attractive to some insurers and homeowners when high catastrophe risk
causes high prices for homeowners multiperil policies.

" The sample of insurers was drawn from the top 50 insurer groups in New Y ork and Floridain terms of market
share. It should be noted that our database contains only a subset of insurers that report statistical data to 1SO.
While a cross-section of companies is represented in terms of size, organizational forms, and distribution
systems, large direct writers that do not report to SO are not included in this analysis. In subsequent analyses,
we hope to include data from large insurers who do not report data to 1SO. Further, we have not yet compared
our sample companies with al companies writing homeowners insurance in New York and Florida to see how
accurately or sample reflects the total marketsin these states.



financia and organizational data on the insurers in our sample, as well as household
economic and demographic data (from the 1990 Census) by Zip code.

By analyzing locational information (Zip code, standard ISO reporting territory and
community characteristics), information on the company selling the policy, and Census
information on the socio-demographic characteristics of each Zip code, a very rich picture of
the nature of demand for homeowners insurance coverage can be deduced using standard
econometric techniques. It should be noted that the database constructed has exposure records
for Florida and New Y ork for both homeowners multiperil coverages as well as dwelling fire
and extended coverage policies that offer less bundled coverages for non-catastrophe and
catastrophe perils. This paper will focus only on homeowner multiperil coverage policies in
Florida, leaving to a later paper the joint analysis of multiperil and dwelling fire policies as
well as an analysis of the supply and demand for homeowners insurance in both Florida and
New York. The peril of interest in this vein of research is windstorm, particularly hurricanes.®
Wefirst provide a brief introduction to the foundations of the modeling used in this process.

B. Modeling the Demand for I nsurance Products
Introduction to the Sructure of Demand for Homeowners Insurance

There are several features of this market that serve to constrain and structure the analysis
of demand. First, we assume that homeowners insurance, including coverage against
windstorm damage, is essentially mandatory, although some homeowners may elect a "no
coverage" policy, i.e., they have no property insurance.® (Consider this "no coverage" option
as purchasing an insurance product with "infinite deductibles’ at a price of zero.) Also,
insureds may elect to exclude wind coverage from their policy. Second, as a number of
previous analyses have shown (e.g., Joskow, 1973; Cummins and Weiss, 1991; and Grace,
Klein and Kleindorfer, 1999), the market for homeowners insurance products is workably
competitive.'”

The basic demand problem for the homeowner is to select a single optimal policy from
among the menu of policies offered in the market. This involves a complex tradeoff among
the various attributes of the coverage and options purchased, the characteristics and needs of
the homeowner, and the perceived quality of the companies from which coverage can be
purchased. Demand in this market arises from the optimal consumer choice of a bundle of
product and company attributes, given the persona characteristics of each homeowner and
the economic and demographic characteristics of the neighborhood (i.e., Zip code) where he
resides. The feasible set of such "bundled products’ is the set of insurance policies, coverage
options, and company attributes that can be sustained in a competitive equilibrium under
certain regul atory constraints.™

8 In later work we may attempt to model the supply and demand for earthquake insurance in states such as
California and Missouri. However, the data for such an analysis is more limited and the role of the California
Earthquake Authority presents some special challenges.

® Lenders typically require hazard insurance for homes with mortgages. It is possible that some homeowners
without a mortgage have opted not to purchase insurance. We shall control for this in the models below using
census data (as of 1990) on the percent of homeowners having mortgages in each ZIP code represented in our
sample. However, insurers typically require homeowner to insure 80 percent (or more) of the value of real estate
(astheland isnot insurable). It is quite possible that people might still have mortgage payments to make, but opt
out of insuring because the mortgage is less than 20 percent of the property’s value.

19 |ndeed, the standard structural and performance benchmarks, such as concentration ratios and various
financial indicators of profitability and excess profits, would underscore this statement.

™ |n this paper, we do not explicitly model or estimate the effects of regulatory constraints. We have conducted
some preliminary analysisin this area and will incorporate a regulatory component in future papers.



The theoretical foundation for this demand anaysis, and the interacting market
equilibrium, are based on a model of price-quality competition (e.g., Gal-or, 1983). In a
competitive market, the differences in what homeowners are willing to pay for various
features will be reflected in the price at which various bundled products with these features
sell. Thus, what we model is essentially a regression of observed price in the market against
various features of the products sold and the companies that sell them. We are interested in
the factors that appear to influence demand and whether these factors appear reasonable on
the basis of theory. Since there is considerable evidence that many homeowners do not search
thoroughly for “best offers’, we are also interested in aspects of the market that appear to
arise from behavioral considerations (e.g., Kunreuther, 1998b), including the price dispersion
of similar policies offered in the same territory.*

At the outset, we rely on the following features of the homeowners insurance market in
our modeling. While the structure of this market may be workably competitive, it is
nonethel ess a regulated market (Klein, 1998). On the demand side, this does not occasion any
theoretical difficulties as the model we develop attempts only to explain, for policies actually
offered in the market, how various features are valued, within the feature (e.g., various
deductible levels) and across features (e.g., deductible levels versus type of coverage). It is
important to bear in mind that, because of regulation, the set of policies offered in the market,
and their pricesin particular, are not necessarily the result of a perfectly competitive market.

We assume that the set of policies offered by companies, together with their
underwriting and marketing strategies, are expected profit maximizing, subject to imposed
regulatory constraints. This suggests that companies find the regulatory policies imposed not
SO onerous as to cause them to leave the state. Nonetheless, because of such policies,
catastrophe coverages in some areas might require “underbracing” or cross subsidies from
other lines of business, non-catastrophe coverages and catastrophe coverages in other areas.
These cross subsidies may be sustainable in equilibrium if they allow insurance companies to
earn areasonable rate of return on al lines of business and if they are supported by consumer
preferences for certain feature bundles and cross-marketing. The continuation of these cross
subsidies over time implies some further inertiathat may, at least in part, be due to regulatory
restrictions on terminating policies and other insurer and consumer considerations.™® Beyond
the obvious implications for understanding rate adequacy and precision, this suggests the
importance of detecting cross-marketing synergies in the demand and supply analysis, as well
as detecting trends in the aggregate supply of particular insurers in terms of increasing the
diversification of their portfolios of insurance policies.

Defining Price and Modeling Demand for Homeowner Policies

Assume that a particular homeowner, with characteristics Z (income, family status, type
of structure, etc.), faces a choice among different policy options for insuring his home, where
the set H gives the available policy options in the homeowners market. A typical such option
"h" in the set H would be one offered by firm i (with characteristics X;) with certain policy
features such as deductible levels, loss settlement provisions (i.e., actua cash value or
replacement cost), and premium P(h). The homeowner must choose one of the options in H

2 We should note that one source of price dispersion is the fact that insurance companies differentiate
themselves in term of underwriting stringency. Insurers with more stringent underwriting standards, labeled
“preferred insurers’, tend to have the lowest prices. “Standard” and “non-standard” companies tend to have
higher prices. Some insureds may pay higher than necessary prices if they would qualify for coverage from a
preferred insurer, but intentionally or inadvertently purchase coverage from a standard or non-standard insurer.

13 See Bartlett, Klein and Russell (1999) for a discussion of how regulation-imposed insurance price subsidies
may be sustained for a period of time.



and does so by maximizing his expected utility over the risks or gambles implied by each
choice h. Let us represent this expected utility U(h, P(h)) in quasi-linear form™ as:

1) U (h,P(h),Z) =V (F(h),Z) — P(F (h),Z)

where V represents, for a consumer of type Z, the consumer’s willingness to pay for various
coverages or "features’ of an insurance policy and F(h) represents the vector of such features,
including the characteristics of the company offering the policy that may make a difference to
consumers. Note that both VV and P are shown to depend on only the vector of features F and
the characteristics of the homeowner (possibly only the type of structure, but perhaps also
such locational characteristics as community rating or location of nearest fire department).
Thisiswithout loss of generality since one of these features could itself be the premium level
P(h). The homeowner then maximizes the function U(h, P(h), Z) over the set H. Assuming
that the features can be more or less continuously varied (that is, there is a rich menu of
policies available in the market), we can represent the choice problem as choosing an
insurance policy by choosing optimal features of the policy. This leads to a solution to the
homeowner’s maximization problem characterized by MVIMF; = MP/MF;, which of course
varies with consumer characteristics Z. From this logic, one can understand the structure of
demand in this market by examining the structure of how premiums vary with policy
features.™ This leads to estimation problems of the following general type, neglecting for the
moment the details here of functional form:

P(F,X,Z) =aF +bX +cZ +¢
@)

where we have separated the policy features into categories. those pertaining to the policy
itself (the vector F); those that pertain to the company (the vector X); and those pertaining to
neighborhood characteristics (the vector Z). In this model, P(F, X, Z) could be either the total
premium for a given policy or more likely, normalizing by units of coverage (e.g., the
expected or indicated |0ss costs), premium per unit of coverage.

"Price" for insurance products, as for other products and services, is defined on the basis
of value-added per unit (in this case, per dollar) of output. At the policy level, this value-
added measure of price can be captured by subtracting the discounted value of expected
losses covered by the policy from the policy’s premium.*® Denoting by L(F, Z) the expected
losses for a policy h with features F and by P(F, X, Z) its premium, we obtain the following

1% As Willig (1976) has shown, this form, with constant marginal utility of income, is appropriate for demand
modeling when the good in question does not absorb a significant fraction of the homeowner’s budget, a
reasonable assumption in the case of insurance (the typical homeowners insurance premium is around $300-
$500 and somewhat higher in catastrophe-prone areas). This is not to say, of course, that there are no income
effects across consumers, only that the marginal utility of income for each consumer is assumed constant over
the range of policy options offered.

Indeed, if V and P are estimated using bilinear or translog families of functions, then knowledge of one will
lead (up to a constant of integration) to knowledge of the other.

16 Note that we do not consider the effects of taxes in this model. See Myers and Cohn (1987) and Cummins
(1990) for a more detailed discussion of “price” in the insurance context. See also Cummins, Weiss and Zi
(1999) for arelated empirical study of price and profitability using frontier efficiency methods. As noted in the
latter paper, the definition of price in (3) properly accounts for the insurer’s expenses and the opportunity costs
of the owner's capital invested in the insurance business.



definition of price p(F, X, Z) for a homeowners policy h = (F, X, Z) characterized by the
parameters (F, X) and indexed by consumer and |oss characteristics Z:
P(F,X,Z) = PV((L(F,Z)) _ (@+1)P(F,X,Z) - L(F,2)

3 =
B p(F.X.2) PV (L(F.2)) L(F.2)

where PV(L(F, 2)) = L(F, 2)/(1+r) is the present value of expected losses on the policy for
the policy period and "r" is the insurer’s return on equity for the period. L(F,Z) is the
indicated loss costs per unit of coverage for the policy features (F) and structure (Z) in
question. We will, in fact, directly estimate (3) using a functional form similar to (2). For the
SO database underlying this study, we have information on the premium charged for each
policy (or group of identical policies), "r" is the average ratio of investment income to earned
premiums for insurers, and L(F, Z) represents the advisory Indicated Loss Costs (ILC), as
computed using 1SO filed loss cost manuals and rules, for the policy characteristics (F, Z).*

We further analyze the Indicated Loss Costs. We employ our indicated loss costs as a
measure of real insurance services output. Using 1SO loss cost filing information, we
caculated an expected indicated loss cost for each contract.® That is, 1SO loss cost
information can be used to determine the expected loss costs for a given homeowners policy
form that covers a brick house in Zip code 30029 with certain specified coverage provisions
and endorsements/exclusions, such as ordinance/law coverage. ISO aso has provided
information on catastrophe loss costs and a non-catastrophe loss costs that we have applied to
each possible combination of location, policy form, and additional contract terms. Thus, we
can estimate three additional regressions.

Indicated loss costs for a particular policy are an estimate of the expected claims costs
(including claims adjustment expenses) of insurance coverage under the terms of that policy
for a particular house. Thus, indicated loss costs are a proxy for the amount of insurance
embodied in a specific policy. One could also employ the Coverage A limit as a proxy for the
insurance embodied in a policy. However, while the Coverage A limit reflects the
homeowners perceived value of the home, it does not necessarily reflect the risk of loss to the
home.™ It is essentially the maximum possible loss rather than the expected loss.® We will
therefore focus on indicated | oss costs.

As mentioned above, three loss cost equations will be estimated. The first is for the

" We discuss the SO procedures briefly in Grace, et. al., (1999) and in Grace, et. a. (2000). For the moment,
the reader should take these advisory Indicated Loss Costs as our best estimates of the expected annual costs
resulting from policy features, structural characteristics and location of a property. The non-catastrophe portion
of Indicated Loss Costs is based on actuarial experience and the catastrophe portion is based on catastrophe
modeling results. As discussed below, the expected loss costs implied in individual insurers prices can vary
from the 1SO Indicated Loss Costs, which represent overall industry projected costs. Also, Indicated Loss Costs
are not necessarily the same | oss costs approved by regulators.

18 180 advisory loss costs filings and associated information present indicated, filed and implemented (i.e.,
approved) loss costs for a “base” policy and a number of rating factors and rules which effectively enable one to
calculate aloss cost for a particular policy, reflecting a set of standard coverage and risk characteristics.

19 |Insurers typically require homeowners to insure at least 80 percent of the insured value of their home (e.g., its
market value or replacement cost) and are reluctant to sell coverage significantly exceeding market value or
replacement cost. Most insurers use a model or formula to estimate the market value or replacement cost of a
home,

2 Actually, the maximum expected |oss encompasses the limits of all non-liability coverages minus deductibles,
but other coverage limits are typically stated as percentages of the Coverage A limit. The standard HO3 policy
contains standard percentage limits for these other coverage, but insureds may select alternative limits.



catastrophe coverage and the second is for the non-catastrophe coverage. The third will be for
the total coverage.
They will be of the following form:

(4) L(F’Z)i:C,NC,TOT =B, F+B,Z+B,X +B,P +e

where L(F,2); reflects the quantity demanded of real insurance services measured by the
Indicated Loss Costs for catastrophe, non-catastrophe, or total coverage, F represents a vector
of policy form terms, Z represents a vector of neighborhood characteristics, X represents a
vector of company characteristics, and P represents price.

These general forms of the Premium equation (2), the Price equation (3) and the Loss
Cost equations (4) will serve as the basis for our estimation procedures. They incorporate
both non-catastrophe perils and catastrophe perils or windstorms. The reader may think of
these simply as separate features of the policy in question. We are interested in identifying
the separate effects of these factorsin our empirical analysis.

Hypotheses

The received theory on factors influencing demand for insurance products is rich and
long, both in terms of the rational consumer modd (e.g., Arrow, 1971) as well as in
behavioral and experimental studies of protective behavior (e.g., Kunreuther, 1998b). The
basic theory recognizes that, through pooling, insurance provides a mechanism to reduce the
volatility of losses at a price, the “risk premium” or loading, that risk averse consumers are
prepared to pay. Competition then assures that the coverages that are provided in the market
are produced efficiently so as to minimize the total costs of providing such coverages,
including the capital costs backing these policies. Behavioral and experimental studies of
insurance underwriters and consumers (Kunreuther, et al., 1995 and Kunreuther, 1996),
however, show that both the supply and demand of insurance is more complicated in reality.
Thisis especially true in areas like catastrophe insurance where understanding and evaluating
the peril itself is more difficult. Thus, in what follows, we begin with the standard hypotheses
derived from the normative theory based on risk pooling among risk averse individuals. We
are also interested in such issues as price dispersion (for similar policies), which would
suggest less-than-complete consumer search or other “market imperfections’ on the demand
Side.

C. Descriptive Statisticsfor Various Policiesin Florida

The basic contract features of the Florida policies are summarized in Table 1. The HO3
policy is the typical contract sold. It has coverages for the home and attached structures,
detached structures, persona property, loss of use, persona liability, and medical payments
to others. There are aso options (not shown in Table 1) to cover persona property at a
greater value than the standard limits, or to cover liability at a greater level than the standard
limit ($100,000), e.g., 10 percent of the home's insured value. The major difference between
an HO3 policy and an HOS poalicy is that the HO5 policy has broader coverage provisions
built in. While replacement cost coverage on personal property or contents is optional for the
HO3 policy, it is a standard term of the HO5 policy.?* Ordinance or law coverage is typically

2! Under the standard HO3 policy, the dwelling and other structures are covered on an “open perils’ basis with
losses settled according to the replacement cost of destroyed property. Contents or personal property are
typically covered on a “named perils’ basis with losses settled according to their actual cash value. Actual cash
value is equal to replacement cost minus estimated depreciation or estimated market value. For other, more
limited policy forms, al coverages are on a “named perils’ basis, and losses may be settled according to
replacement cost or actual cash value depending on the specific policy form and coverage (see Rejda, 1998).



chosen as an endorsement on HO3 policies while it is a standard coverage in HO5 policies.??
Also, HO3 policies typically cover contents on a “named-perils’ basis, while HO5 policies
typically cover contents on an “open-perils’ basis.?® Finally, there is awind device protection
credit that consumers in Florida can obtain if they have installed specified mitigation features,
such as storm shutters or roof tie-downs.

Table 1
Comparison of Florida Homeowners Contracts Basic Terms
Policy Form
HOS Most HOE Laast
Coniract Terms ... HO3  Typical Comprehensive Comprehensive
Evanything Ewarything
Excepl Excepl Dinly Specifically
Insurance Covers Exclusions Exclusions Included ltems
lall parils) {all parils) [named pearils)
Haome P x x
Citiwer Atacheed Property and Structures ¥ kS X
Persanal Proparty | 5 X
Loss of Use % x X
Persanal Liability to Others ] x X
Medical Payments o Others | X X
Fiepair bt
Endorsameant Repasr (confants
Rapls
Available eplace and Home)
Replacemant cost Covarage or Regpair {COntEmnts)
Endorsameant Endorsameant
X . o
Ordinanca or Law Coverage Available Axailable?

Sowca: Aulhors’ analysis of Slandard 120 Comracis for Florida

The difference between the HO3 and HOS5 policies and the HO8 policies is the overall
comprehensiveness of the coverage. HO5 and HO3 contracts provide open-perils coverage
(except HO3 provides named-perils coverage on contents) except those specifically excluded
while the HO8 policy covers a less inclusive list of named perils. HO8 policies have been
designed primarily for homes in older urban areas.®*

%2 Ordinance or Law Coverage will upgrade a rebuilt house after a covered loss to the current building code.
Without the coverage, the house will be "repaired” or rebuilt according to code only as long as doing so does not
exceed the Coverage A limit on the policy.

23 » Named-perils coverage encompasses a long list of perils, including windstorms, but if losses are caused by a
peril not listed, the burden of proof is on the insured to show the loss is covered. Under “open-perils’ coverage,
all perils are assumed to be covered unless specifically excluded and the burden of proof is on the insurer to
show that a particular loss is caused by a specifically excluded peril.

#* HO-8 policies cover a more limited set of perils than other policy forms and theft coverage is restricted to
property on the premises with a limit of $1,000. Also, as HO8 policies are often written on old homes, the
insurer agrees to repair or replace a damaged home with materials of like kind and quality but not necessarily
original materials or special workmanship such as plaster walls or intricate wooden moldings.

-10-



Table 2

Some Dﬂﬂ:l‘iﬂi‘lﬂ Statistics on Florida Homeowners Contracts with Various Contract Terms
(confracts are summed {o the level of the Zip code)

HO 3 Contracts
Vanable Label N Mean Skl Dav Minmuem  Maximum
“Framiums Far Gontracs In 2 oo 41069 T60.51 1927120 200 17268.16
Log Of Premium Per Palicy 41,089 .44 1,60 0,62 981
{Premiums - indicated Loss Costs)indicaied Loss Costs 41 085 1,21 1,85 0,04 4 50
Log OF (Price + 1) 41 085 0.4 1.75 8,10 1.58
DOwrrrny Far Windsiorm Pralection Credit 41,089 0.08 0.59 0.00 1.00
Fire Deductible n § 41085  I8AE5  TEEA RO 10000 120000
Wind Deductibla in 5 410858 36058 NMTETT 058 500000
Dwrnrmy Variable Of Ord Or Law Coverage 41.08% 0.63 1.09 0.00 1.00
Curnmy Value Of Sublne = 1 F Beplacement Cost 410859 0.62 1.07 0.00 1.00
Dummy Yar =1 1f Wind Portion TransfD To Pool 41088 0,0} Q.00 Q.00 .00
Raticr al 120 ILC for Cals 4o Tolal 150 ILCs 41,089 0.48 0.85 0.03 .91
Loy O 150 Caat Related Indicaied Loss Cosls 41,089 5.50 4 66 2.03 10.14
Log Of Iso Mon-Cat Related indicated Loss Costs 41085 5.74 1,45 4,38 403
Percant of Tatal Zig level Paboes that are HO3 O.44%
HO § Contracts .
YVarable Label [l Mean  Std Dav  Minimum Magimum
Pramiums Par Contrad In Zig Coda 1,457 034 534 185998 18.00 BEASE.33
Leg Of Premum Per Palicy 1,457 .61 1.40 2.80 898
{Premiums - iIndicaied Loss Costs)indicried Loss Costs 1.457 0.74 1.24 0.08 3.03%
L 04 [Price + 1) 1,457 -0.42 1.71 -4 53 1.21
Diwrnrny Far Windsiorm Pralecion Gredit 1.457 0.01 011 0.00 1.00
Fire Destuciibile n & 1487 480,45 50017  180.00 120000
Wind Deductibla a5 1457 477.B4 G00.23 1.62 S000.00
Durnrmy Variable OF Ord Or Law Coversge 1.457 0.00 0,00 0.00 Q.00
Dwrnrny Waslue OF Subline = 1 If Replacement Cost 1457 1.00 .14 0.00 1.00
Dummy War =1 [ Wind Forion TransFD To Pool 1457 1.00 .14 0.00 1.00
Ratis al 120 ILC for Cals o Tolal 150 1ILCs 1,457 047 .76 0.03 0.ao
Log Of 1zo Cal Relsted Indicated Loss Cosis 1,457 6.14 4 68 2.68 990
E M Iso Mon-Cat Ratated Indicatad Lioss Costs ‘I.-Ij.'l' E;:‘-I 1.61 4.88 -EE
Pamcent of Tatal Zip level Polces that are HOS 5.84%
HO 8 Coniracis S
. — Varnable_Label N Mean _ 5Sid Dev_Minimum _Maximum
Pramiums Par Conlrad In Zig Coda B0 408 72 143,94  308.00 AE3.00
Liog Of Pramium Par Policy B 6.18 027 573 a.ra
[ Premiwms - Indicated Loss Costs)ndicaled Loss Cosbs B0 1.75 .66 0.64 2.7k
L 104 [Price + 1) B0 0.50 0.4 -0.45 1.02
Dummy For Windsicerm Protection Gredi &0 .00 Q.00 Q.00 0,00
Fira Deductible n 5 B0 30a.72 168.60 250.00 GEG.67
wind Deductibla i 5 B0 301.66 161.08 165.96 GEG. 6T
Dummy Variable OFf Ord Or Law Coverage 0 .85 .38 .00 1.00
Dummy Welue Of Subline = 1 i Replecament Cost i 0.0 .00 0.0 0.00
Dummy War =1 11 Wind Forlicn TransD To Pool B0 0.00 Q.00 0.00 000
Ratis al 120 ILC for Cals o Total 150 1ILCs B0 0.23 0.22 0.07 0.74
Log Of Iso Ciat Releted Ingicated Loss Costs BLl 4.4 1.27 2.81 b6
2 |50 Mon-Cal Related Indicated Loss Costs B .44 IZI.EB 9,10 Ei
Pament of Total Zip lereel Polces thal are HOA 0.14%

Table 2 shows descriptive statistics on the various contracts in Florida during the period
1995-1998. These data are aggregated at the Zip code level by certain contract
characteristics.”®> We see that HO3 contracts make up the majority of contracts written in the

% Contracts for Tables 2 and 3 were aggregated by: 1) whether the contract had replacement cost coverage; 2)
whether the contract excluded the windstorm peril (which often may be insured separately through the wind
pool but not necessarily); 3) whether the contract was in a Zip code that was in the top 25 percent, middle 50
percent, or bottom 25 percent of median home values in the state; and whether its 4) wind or 5) fire deductibles
were above the mean.
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state by the sample companies during this period. Overall, HO3 contracts account for
approximately 96.44 % of al contracts written by the sample companies. The other two
policies, HO5 (3.54%) and HO8 (0.14%) account for the remainder of the transactions
sampled. It is apparent that most homeowners purchase HO3 policies and may select
endorsements to supplement the standard HO3 coverages and limits.

The average HO3 premium is less than the average HOS premium while the average
HO8 premium is less than the average HO3 premium. This makes intuitive sense. The HO3 is
the typical policy sold and it is more expensive than the less inclusive HO8 policy, but not as
expensive as the more comprehensive HO5 policy. Further the price mark-up differs among
the policies. The mark-up is the variable we employ as our definition of price and is defined
as (1+r)(Premiums-Indicated Loss Costs)/Indicated Loss Costs.

HO5 contracts have the highest average deductible followed by HO3 and then by HO8
polices. We can aso look at some of the contract terms across polices. While not many
people obtained the wind protection credit, many purchased the additional ordinance or law
coverage. Further, persons who purchased HO8 polices seem to live in areas with a lower
ratio of catastrophe loss costs to total loss costs than people who purchased HO5 or HO3
polices.

D. Descriptive Statisticsfor Bundled Contracts

Table 3 shows the average premiums and prices for bundled and unbundled HO3
contracts and for the average HO5 and the average HOS8 policy. It should be noted that the
average premium per contract for the HO5 policy is $934 and for the bundled HO3 policy
with open perilg/replacement cost coverage on contents, ordinance and law coverage and a
wind device protection credit is $1067. It isinteresting to note that there were 65 observations
for the fully bundled HO3 policy while there were 1,457 for the HOS. These are essentially
similar polices with different relative demands and different prices. Figure 1 shows the
graphical relationship between the bundled contract terms and premiums and price mark-ups
using the data from Table 3.

Table 3. Bundled versus Unbundled Premiums and Prices: Average for Contract Terms

Variabla Laksal | Flaan S 5-3-.- Minimiam  Magimum
Pramiums in Zip code (Asarags Tor all polcies) a1 058 Ti.51 1927 210 200 1726818
Pramiums w' Replacamsan Cosl, Oed Law, OF Premse Cov Bunde 65 106743 136186 ITE.00 T220.50
Pramiums with Ord or Law Coverage 14,212 81356 138735 4.00  10442.50
Prasmiuma w' Ovd Law Cov + O Prem Thall covarage B T8 H26.40 1581.58 1100 10482.50
Pramiums wOrd Law Cov + Replacemeni Cost Cov 128 108137 128094 25000 T220 50
Pramiums with Raplacamsn Cost Covarags 40,630 L A e J.00 1T2GH.18
Premiums w' Winstonm Probecion Coedit 1,47F GA0. &1 78S 94 o0 TR0
Pramiums w'Of Pramisss Thelt + Raplacament Cost Cov 1,021 ExflE. .0 A0 7T 3.00 220 50
Premiums w0 Endorsemanis 1,524 BF4 BEOE 634691 i [=F KT
Prasmiums Par Coniract In Zip Code HOS 1,457 83434 1855498 18, W BAG6. 33
Framiuma Per Comtract In ZJip Code HOB (=] A58 72 143.84 30800 BED 0
PRICE" Average Price | pricai=prica=1) £1,050 .21 1.80 0.00 4,50
PRICE1T for Raplacament Cosl, Ord Law, OF Pram Cav Bundle &S 0.es5 055 0.3z .61
PRICET wilh Ord of Law Corerages 14,212 .28 145 0.1 4.
PRICET w Ord Law Cow + OF Prermn Thah covserage 8, Tab 1.25 1.81 0.01 4.65
PRIGE T wiDird Laww Cow + Replacomsn Cost Cov 124 1R=T] [N 0.3z 261
PRICE1 with Replacement Cost Coverage 30, E3D 1.0 204 0. 00 4.5
PRIGET W'Dl Pramises Thes coweraga 1,477 .47 (LR P ANV J.68
PRICET wi Winstorm Profection Credit 1,021 1.486 iy .00 T
PRIGE 1 WML} Erciorsaimans 1,524 1.24 0TG 0.0 -
PRICET In Zig Codda HDS 1,457 07 124 .06 .03
PRICE1 In .i"i‘."n Lok Hﬁ F';' 175 I'.--:'£ AN 3. 78
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Figure 1. Average Premiums and Average Mark-up by Contract Type
(Sorted in Order of Increasing Premium)

I11. Demand Estimation for Florida Homeowner s Policies

In this section we undertake two related analyses. The first is an examination of the
determinants of premiums and prices for HO3 policies in Florida. We then estimate the
demand for homeowners insurance in Florida using two-stage least squares regression. We
are interested in how the quantity of insurance demanded changes as price and other variables
change.

We focus on HO3 policies in the remainder of the paper because they account for
approximately 95 percent of all policies in the sample. Further, by focusing on one product
first, we can understand issues that will lead to more efficient modeling of other products.

A number of interesting problems develop in estimating demand. First is the issue of the
level of aggregation one uses to estimate these models. It is possible to estimate the model at
the individual contract level, but a some future time we need to be able to calculate cross
elasticities of demand for the various contract terms. Thus, if we were to estimate the demand
model at the individual contract level, there would be no observations for contracts not
purchased.

Also, the market in which the consumer makes purchases is larger than the "home." This
means that some homeowners may shop for insurance and that the demographic
characteristics of a consumer’s neighborhood (in addition to the consumer's home
characteristics) may influence the type of insurance he purchases. Because we have the Zip
code location of the insured house and we have access to Zip code level information from the
Census, we assume, for now, that a consumer shopsin amarket defined by his Zip code.?®

A second problem is that the demand for homeowners insurance is derived from the

% \We recognize that some Zip codes are quite large geographically and many are diverse demographically, but
thisis the smallest level of aggregation that will permit analysis of our data. Further work will also attempt to
take into account the spatial relationships among the Zip codes or other markets.
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demand for housing. We account for the demand for housing by including the Census value
for the Zip code’'s median housing cost as an endogenous variable. This variable reflects the
value of housing services to the homeowner and is employed in housing demand studies as a
proxy for the quantity of housing services demanded. Factors expected to influence housing
demand include such Zip code characteristics as median income, median travel distance to
work, and Census reported housing characteristics for the Zip code and these factors are used
asinstrumental variables.

We first estimated several models of the form (2) for PREMS (premium per contract)
and PRICEL (the price mark-up + 1) in order to understand the statistical association between
observed premiums and prices and various explanatory variables in our Florida database. Our
primary interest is to determine the factors that appear to vary more or less significantly than
the expected |oss costs and expense costs associated with these factors might suggest.

For example, as deductibles increase for a particular property, the expected loss costs and
associated expense costs facing an insurer offering coverage for that property should
decrease, al else equal. If price and premium levels for policies with different deductible
levels exactly tracked the changes in the ISO advisory indicated loss costs for different
deductibles, then additional variables in an estimated demand equation to reflect the level of
deductibles purchased should have no additional effect.

More generaly, if there were no significant (perceived) quality differences in the
coverage or policy services offered by different companies, one might hypothesize that the
ISO indicated loss costs would capture all the observed variation in policy premium and
price. We will see that, in fact, thisis not the case, perhaps reflecting price-quality tradeoffs
and associated differences in company-specific attributes in the market. Indeed, a variety of
factors beyond the 1SO indicated loss costs influence observed premiums for and prices of
insurance coverage in these markets. These factors include not only insurer characteristics,
but also contract provisions, insured risk characteristics and economic/demographic
variables. Reflecting the structure of (2), the factors of interest are separated into three
groups:

F = Policy features or contract terms;
X = Characteristics of the company (in the State) that might be factors
influencing demand (company effects);

Z = Characteristics of the structure, location and other factors influencing the
expected losses on the policy over the period of insurance coverage
(insured risk characteristics and neighborhood and demographic effects).

For uniformity, we annualize al period (i.e., quarterly) values, such aslosses, premiums, etc.

Tables A1-A3 in the appendix to this paper provide a list of the potential (F, X, 2)
variables available for use in this analysis. Note that Table A1 contains both information
specific to the policy issued as well as to the type of structure insured. It aso includes certain
structural and protection features of the structure and the community in which it is located.
The information in Table Al is available for over 1.8 million house-years in New Y ork and
nearly 900,000 house-years in Florida, or approximately 450,000 house-years in New Y ork
and 225,000 house-yearsin Florida, for each of the four years studied. In the data used below,
however, we have a smaller set of usable data. In Florida, we have approximately 663,500
house years over the four-year period and in New York we have approximately 1.3 million
house years. Some of the difference is due to incompatible records, the generation of new Zip
codes over the reporting period (making their integration with collateral census data
difficult), and missing information on some records.
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A. PREM and PRICEL Regression Estimation

We first estimate PREM and PRICEL regressions using ordinary least squares (OLS)
regression. These are essentially hedonic equations that allow us to see how policy terms,
insured risk characteristics, firm characteristics, and neighborhood variables affect the
premium per contract and the price mark-up.

In interpreting these results, it isimportant to recall what we expect to be measuring with
our two dependent variables. We report two sets of resultsin Table 4: 1) the log of Premium
per contract (LPREMS); and 2) the log of PRICE1 (LPRICEL). PREMS is the premium for a
given exposure and is the total amount of money that the insured pays for his policy.?’
PRICEL isthe transformed price variable PRICE + 1 = (1+r)[PREMIUM-ILC]/ILC (adding 1
to PRICE simply assures that our price measurein (3) is always positive).

Conceptualy, the premium per policy consists of the expected loss cost (i.e., “pure
premium”) and the insurer’s loading for expenses and profit. In terms of the supply function,
some of our explanatory variables would be expected to affect one or the other component,
but some variables may affect both components at different rates. For example, because of
insurers fixed costs in servicing a given policy, a variable that has a positive effect on the
expected loss cost may also have a positive but smaller relative effect on insurers' expenses,
I.e., loss costs increase at a greater rate than expenses. Hence, the coefficients for certain
variables in the PREMS equation reflect a variable’'s combined effects on the loss cost
portion and expense loading portion of the premium.

Further, it should be noted that we are using 1SO indicated loss costs as an explanatory
variable, which may differ from the indicated or regulator-approved loss costs assumed by
each insurer in their pricing. We can calculate the former; we can only infer the latter. Hence,
the effect of a given contract provision or risk factor (e.g., the type of structure or its location)
on PREMS, represented by the coefficient for the variable, could also reflect deviations in
insurers  estimations of expected loss costs (or the loss costs effectively approved by
regulators) from ISO indicated |oss costs.

Overdl, when PREMS is the dependent variable, the independent variables are intended
to account for the premium effects of calculated 1SO indicated loss costs, deviations of
insurer expected loss costs from SO indicated loss costs, and other factors that would be
expected to affect the expense and profit loadings that insurers build into the premiums they
charge.

PRICE is intended to measure the “loading” received by insurers in relation to the
amount of risk protection (i.e., the expected payout on the policy) received by the insured,
which is viewed as the real cost of insurance. When the loading is measured this way, a
variable that has a positive effect on expected |oss costs may have a negative effect on PRICE
(the relative loading or price mark-up). This occurs when a variable increases expected |oss
costs at a greater rate than insurers' expenses.

Additionally, we are using 1SO indicated loss costs in the denominator for PRICE as a
proxy for the amount of risk protection the insured receives, rather than the indicated or
regulator-approved loss costs assumed by each insurer in their pricing. Hence, the
coefficients for certain variables in the PRICEL equation could also reflect deviations in
insurers  estimates of expected loss costs (or the loss costs effectively approved by

" \When there is more than one house-year reported in a given exposure record, which occurs when more than
one contract shares exactly the same characteristics, PREMS is calculated as the total premiums for that record
divided by the number of in-force house years, i.e., the premium per house covered. Similar adjustments are
made for other “amount” fields, such as the total amount of insurance in force (the sum of the Coverage A limits
on the homes represented in the data record), to transform all data elements to a per-house basis.
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regulators) from 1SO loss costs.?®

Table 4
OL%S Regressions for LPREMS and LPRICE1 for Florida HO-3 Contracts

Premiums and Price Markups

Faneld & Duspendent Varable & Log of Fares B. Dopendo Yarabd 5 Log of
LT LI | Friced [Wass-up]
e [ s Erd B I HE [ ] Cosl a7 B I st F=|

B O Contramcs: 1 2 WD OF L (Cosi g LU0 0005 3973 iR 1 08 DUD05 1688 000
B O Corleats: b5 D WY Rispbitameand Ciol gale- {ELE -] -2Hl B 41 43 mle i HH=5 L]
B O Comlests In Sp W YWindsion 21 ool [ler: HRLE 1 TH) HELIR] (L0FF 1A imn [l
B O Convach W Wind Pomian Tiselsiial To Pod (R k) RTL L FTE [ufad 1 44 BUEr S i [HE i 1]
Ly L il & L | I {ELE -] TN B [1 80 mle | 4H 10 L]
i Deducitle in § il i R i -1 SE s LI K} = A0 [ i)
Firs Cerdpcibis In 3 KR 00 12847 f{EE IECH Wi} BT iR
Lig CH ben Tl Ristptvsd) Imaleoasbes] (L oess (Comds (KL 1 0moE L] LR 03T w1 p) 178 7O T
Ling M Ia0 Mon-Col Raslanad Indboadesd Lo Coads [l 1 ihLy ] Td 3 (B 1] 131z L] 45 38 [T
% O Conescts. In Sip Wit rams Conglnaction ele]n] HRIE ] [eE 1] HErp) [IRE "] vl [t} [ ]
& M Conicpcts WiBlrick Consineciion In Zip 0 0 00zs FIT2 O niig E]wr, ] & T T
Protsoion Code (1 =Hagheas [ELE [ A 19.178 (L1 ] ooi0 Al 0 ™6 [T
B O Honisich W Contracts Boil A 1080 00 0094 2.1 L5 0.016 QU4 132 [ LT
Ling O Wttt Sawa O Hen cafwichin’ I 2ip <113 LU .8 HEL L 41.%SF mleg]) W LrZA]
Fapso DM Seben] Ceeres Crads To Waed, 1-cad (B0 S5TH LK i Bl &1 0 W30 [HIE ]
Lingg O Wiy, insscamis b Zip Loiz T 0185 el 13305
T LY Fanysa = 05 Wha Lomplalind] Caada 1S R i LI -] LOH mln | K -t SN

IF Mexder Hirms 'Yalun [00s LK nor CL 1.T4R

gl Calegorg 1 (1 Is Highl nnar 17 2 [{EK i1 Fo5 1A =10 BT 1}
regth Lakegsry & |1 B Hegh| s =T ae HEL L 41.250H mlegl | =12 rH LrSA]

i Sewrglh Lalegoey 3 |1 BB Hghl) {BIFS] e {L{EE 41.016 e B ] LR
Hest Shrengih Calegony T (1 Is High) WEIEL] LA [{EK 147 19 13 MB ]
Log [ &sin Premiyms. Eold By Company I Elsie F 0 3% 7 MR i1 33 ol 3 3
Lixg CH Life Pramims 5ol By Relaled Comparnry In 5. [l 1N ] 16 500 LN il 0l Al R R T [HIE L]
Log [H Toviall Assais [eleil 0N 16580 B nmr L1 1R [l
Cleet Wiriew Form 04 Midg Sysiem [l 0T o774 MR n2u wle 1 17 A 3
Siock Form OF Cepardeaion [ERE | [T 13 60T LK [ RE LT Zaie [HIE L
Cusmiiy Fod Yisi = 1908 ore HRLE 43 LELLE (TR QU0 LNy [k LT
Dy Far Yogar = 1907 ot 030 SEA00 s (1547 Il A5 044 W50
[harnesy For Yo = 1508 oL 00 4883 UK 411 [V i W]
i 1413 0112 11 E3T [LIn0 (1.7 0,114 f124 LIk LIS
sty (of olvsarvilcnTs 51451 54
& (L T 11 Fisl

Of course, there are many other influences on the relative loading or price mark-up
charged by insurers. It is important to keep in mind our assumption that this market is
workably competitive. However, this does not imply price or premium uniformity since there
are ill potential significant variations in underwriting stringency, firm and product quality
and service delivery features and some of these can be expected to survive in a competitive
equilibrium. Since we also include the 1SO indicated loss costs as explanatory variables in
our hedonic equations, the other explanatory variables should reflect the effects of factors that
are not reflected in the ISO ILCs. Thus, our statistical results include the effects of both
consumer preferences for various policy features and efficient modes of delivering these
features under competition, i.e. the alternatives consumers will actually see in the market.

In sum, the statistical relationships we observe between the explanatory variables and
premiums and prices in these hedonic equations can be influenced by both supply-side and
demand-side factors, imperfections in our measurement of expected loss costs, and our

% We should also note that 1SO indicated loss costs do not include a “risk premium” factor, reflecting the
additional return that should be earned by the insurer for the possibility that actual losses will exceed expected
losses. This is especialy important for the catastrophe portion of insurers costs, as these losses are highly
volatile from year to year. Some insurers may include a “risk premium” in their loading and others may not.
This risk premium should reflect the cost of objective risk to the insurer, which could be realized in the cost of
diversifying or transferring this risk or the extra return that owners will demand for retaining this risk.
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specification of the explanatory variables, as well as omitted variables. For any one variable,
some of these effects may move in the same direction and others may move in opposite
directions. This makes it difficult to sort out what is driving the statistical relationships we
observe. Hence, we must be cautious in interpreting the results of these hedonic equations.

B. Premium Regression Results

Table 4 Panel A shows the results of the premium regression. We estimated this
regression with three sets of explanatory variables: Policy Form variables, Demographic
variables, and Firm Characteristics.

Policy Form and Insured Risk Characteristics

Policy Form variables consist of various coverage options and risk characteristics of the
insured home. The effects of these variables on expected loss costs might be expected to
dominate the statistical relationship between these variables and the premium per contract. In
other words, policy features that expand coverage and risk characteristics that indicate a
higher expected frequency and/or severity of loss might be expected to have a positive
statistical association with PREMS through their impact on expected loss costs and vice
versa. Many of these variables may also affect insurers' expense costs, athough at different
rates than their effects on loss costs.

However, we aso include the I1SO indicated catastrophe and non-catastrophe loss costs
as explanatory variables. Hence, the coefficients for these Policy Form variables should
account for the effects of deviations of insurers’ expected loss costs from the 1SO indicated
loss costs for these variables, as well as other factors discussed above.

As expected, the catastrophe and non-catastrophe 1SO indicated l0ss costs are positively
and significantly related to premiums. The non-catastrophe loss cost elasticity (or sensitivity)
Is more than five times the size of the catastrophe loss sensitivity. This reflects the fact that
non-catastrophe losses are more frequent and appear to have a stronger relationship to
premiums.

The log of Coverage A is significantly positive, which suggests that this variable has a
positive effect on premiums in addition to that reflected in the coefficients for the I1SO
indicated loss costs. In fact, a 10 percent increase in the Coverage A limit will lead to an
additional 1.1 percent increase in premiums. Conversely, higher wind deductibles and the
percentage of brick homes are significantly negative, which suggests that these variables have
anegative effect on premiums in addition to effects of these variables that are captured in the
coefficients for the 1SO indicated |oss costs.

On the other hand, the percentage of contracts with a windstorm protection credit, the
percentage of contracts with the wind peril excluded, higher fire deductibles, and better
municipal protection services are significantly positive. These results may be caused by a
negative deviation between how insurers estimate the effect of these characteristics on loss
and expense costs (and ultimately premiums) and how these characteristics affect 1SO’s
indicated loss costs and their relationship to premiums. In other words, insurers may
effectively use smaller adjustment factors (i.e., discount expected loss costs less) for these
characteristics than those used in the 1SO indicated |oss costs.

Other factors also may cause or contribute to these results. For example, it is possible
that the choice of mitigation and qualifying for the associated credit is endogenous and may
depend upon the fact that people who invest in wind protection may live in higher-risk areas.
Thus, the premium could be higher for these insureds, even with the credit they receive for
wind protection devices. Also, in our data, it appears that only HO5 policies have the wind
peril excluded. Since the HO5 contract is considered the “best” homeowners policy, it is
likely to be sold in high-income areas and premiums for HO5 policies are likely to be higher
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for that very reason. Thus, this variable could actually account for some unidentified
neighborhood effects.®

Anaogously, the percentage of contracts with replacement cost coverage on contents is
significantly negative, which leads to a similar explanation. This could reflect a negative
deviation of insurers expected loss costs from 1SO indicated loss costs, and/or it could be
caused by other factors. For example, the choice of replacement cost coverage on contents
could be endogenous and reflect the fact the homeowners who tend to choose this option may
tend to have lower expected loss costs for reasons not yet captured in our model.

Other Policy Form variables are not statistically significant. The 1SO indicated |oss costs
may be accounting for all of the effects of these variables on premiums, or other factors may
be responsible which we cannot yet discern.

Demographics

The demographic variables employed in the regression are intended to reflect
neighborhood effects on the premium per contract. The calculated 1SO indicated loss costs
are not altered for variations in the demographic variables, but there may be some
multicollinearity between these variables and the SO indicated loss costs. For example, there
Is a demographic variable for the log of median home value, which we would expect to be
positively correlated with the Coverage A limits (which is used in the ISO loss cost
calculation) for insurance contracts in our sample.

The coefficients for the ratio of selected owners costs to median income, the log of
median income, and the log of median home value are significantly positive in the PREMS
regression. These results are consistent with an intuition that income and home value have a
positive effect on the demand for insurance, which may underlie their positive association
with how much homeowners pay for their insurance. These variables also may be positively
associated with insurers' costsin terms of the expected payout on a given policy beyond what
would be captured in the 1SO indicated loss costs. For example, higher income insureds may
schedule higher limits on certain items, such as jewelry or home entertainment systems, or
may have higher-quality homes and furnishings, which may not be reflected in the 1SO loss
costs but should be reflected in an insured’s premium.*

More specifically, selected ownership costs include mortgage payments, utilities, and the
like and are significantly and positively related to the premiums. One can think of thisratio as
an indicator of the value of housing services. Thus, Zip codes with homes that have relatively
high values of housing services generally have higher premiums, al other things equal.

Thisis dightly different than the median home value, which is also positively related to
premiums, as expected. The median home value is based on the occupant’s perception of the
market value of his home (in his response to this question from the Census) and should reflect
how the market might value the house, but the ratio of housing cost to income reflects some
of the choices the homeowner makes regarding the house and thus reflects a private value of
housing services generated by the home.

The log of the median age of the householder in a Zip and the percentage of adults (over
age 25) who have a high-school education are significantly negative. The first results may be
due to older homeowners experience with insurance products. Older homeowners, and
homeowners who have stayed with the same insurer for a number of years, may be perceived
more favorably from an underwriting perspective and may benefit from “persistency

% Here again, the choice of a fire deductible is not exogenous as is assumed in this model of premiums. Other
tests will be undertaken to determine whether the deductibles are endogenous.

3 Presumably, high-quality features should be reflected in the value of a home and the Coverage A limit, but
this may not always be the case.
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discounts’ offered by insurers. The second result is consistent with the notion that education
Is associated with people being more able and/or willing to shop for insurance and compare
aternatives.

Firm Characteristics

Finally we look at a set of insurance company characteristics that might influence the
premium. These include the strength of the company as measured by its A.M. Best Rating
and the cross selling opportunities for two common personal lines, life insurance and auto
insurance. It also covers the size of the company, which might reflect some brand awareness,
aswell gg its ownership structure (stock or mutual) and the company’ s marketing/distribution
system.

The A.M. Best ratings of companies claims paying ability (i.e., financial strength) are
coded as Category 1-Category 9. There are no companies in Categories 5, 6, 8, and 9 in our
sample. Category 1 is A+ and A++, Category 2 is A- and A, Category 3 is B, B+, and B++,
Category 4 is B-, and Category 7 is D. Note, Categories 1, 2, 3, and 7 are specified as
separate dummy variables, with Category 4 serving as the base case (equal to zero). Hence,
these dummy variables reflect the effect of strength categories that are either higher or lower
than the middle Category 4. All of the strength categories are negative. Thus, both high-rated
and low-rated companies have lower premiums, compared to medium-rated companies. Our
hypothesis was that higher quality companies would have higher premiums, all other things
being equal. Thisis not the case in Floridafor our sample companies.

There are potentially two factors that may explain the result. The first is that high-rated
companies may be subject to greater regulatory price compression in Florida. The firms with
a larger state market share and higher financial ratings are likely to be subject to greater
regulatory pressure as their rates have a larger impact on the market and regulators may
believe they have more resources to sustain price limits*® They also may tend to be
“preferred” companies in terms of the stringency of their underwriting and price levels.
Together, these factors could lead to the observed negative relationship between ahigh A.M.
Best Rating and premiums.>* On the other side, according to our hypothesis, lower-rated
companies must compensate for their lower quality by offering consumers lower rates.

The second factor concerns the new firms created recently to depopulate the state's
insurer of last resort. These new firms were given cash bonuses to take contracts from the
Florida JUA. While the homes taken from the JUA tend to be higher risk than the homes that
remained in the voluntary market, the subsidies may have permitted these insurers to charge
the ex-JUA homes lower premiums than they would have otherwise.

A company’ s total private passenger auto premiumsin Florida are aso negatively related
to homeowner’s premiums. This could reflect the economies in servicing multiple contracts
with a single customer. In contrast, there appears to be evidence of diseconomies in the cross
marketing of life insurance, suggested by the negative coefficient for the log of life insurance
premiums sold by a company’s affiliatesin Florida.*

%2 The reader should note we measure these characteristics at the individual company level, rather than the group
level. Some characteristics will be the same for all companies within a group and others will vary. In subsequent
research, we will account for a company’s affiliation to a particular group as an explanatory variable. All non-
stock companies, such as reciprocal's, were categorized as mutuals. Companies with direct response or exclusive
agent distribution systems were classified as direct writers, and all other companies, including those with mixed
systems, were classified as independent agent companies.

3 This aspect of insurance regulators behavior is supported by empirical surveys of regulators by Klein (1995).

3 |n future iterations of this research we hope to better control for underwriting stringency.

% Insurers typically offer discounts for insureds who purchase auto and home insurance from the same
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Large firms (as measured by the log of total assets) appear to have higher premiums.
There are potentially two reasons for this. The first is that larger firms have invested in
reputation and that size is a proxy for reputation, all other things held constant. Firms with
better reputations may also provide higher quality service. Alternatively, there is evidence
that the mean size insurer has increasing returns to scale and thus will have higher average
costs than a larger insurer (Cummins, Weiss, and Zi, 1999). We do not test for this effect here
as it more properly belongs in the analysis of supply, which we will undertake in our next
paper.

We also include marketing and organizational form control variables. Both direct writers
and stock companies appear to have higher premiums. We do not make an inference yet
about the signs of these variables because we do not know how well our sample represents
the Florida market. Our database may be more heavily weighted by transactions with stock
companies and independent agent companies than the market as a whole. Thus, these
variables act as controls until we can determine the characteristics of the Florida market as a
whole and compare it to our sample of firms.

C. Reaultsfor the Price Mark-Up Regression

Table 4 Panel B shows the results of the price equation regression. We examine the
various components of the regression results separately. First, we look at the policy form
variables that include insured risk characteristics, then the demographic neighborhood
variables, and we finish with the firm specific variables.

Policy Form Characteristics

As with the premium regression, we estimate the influence of a number of contract
specific variables on the price mark-up. As discussed above, we do not necessarily expect
these variables to affect the price mark-up in the same direction that they affect the premium
per contract.

Catastrophe and non-catastrophe indicated loss costs are both strongly and negatively
related to the price mark-up. This suggests that as the indicated losses are larger, there is a
reduction in the mark-up for both catastrophe and non-catastrophe costs. This result is
consistent with the fixed cost explanation or “scale economies effect” discussed above.*
Note again, that the catastrophe and non-catastrophe costs have different sensitivities. The
mark-up is more sensitive to the non-catastrophe indicated losses, than to the indicated
catastrophe losses.

The percentage of contracts with replacement cost coverage on contents is significantly
negative. This may reflect an additional scale economies effect on the price-mark-up for
broadening this aspect of coverage, beyond that which is captured by the 1SO loss cost
variables. Analogously, three variables, which we would expect to reduce loss costs, have a
positive relationship to the price mark-up which may reflect an extra scale diseconomies
effect, beyond that captured by the ISO indicated loss costs. These variables are the

company. This reflects efficiencies in servicing policies and underwriting. On the other hand, these efficiencies
may not apply to cross selling of home and life insurance, but consumers may perceive advantages to
purchasing home and life insurance from the same company and are willing to pay extra for this option. Note
also that our variables only show the total amount of auto and life business sold by insurers in Florida and not
necessarily the amount of auto and life insurance they sell to their homeowners insureds.

% |n this context, we use the term “scale economies effect” to characterize the efficiencies gained in servicing a
policy with broader coverage and/or higher expected loss costs, rather than the relationship between an insurer’s
scale of output and its average costs. These policy-servicing efficiencies would be expected to cause the price
mark-up on expected |0ss costs to decrease as expected loss costs increase, all other things being equal.
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percentage of policies with awind protection device credit, the fire deductible,.%’

However, some variables that expand or reduce coverage have coefficients with signs
that are the opposite of their expected effects on the relationship between expenses and loss
costs. As the percentage of contracts with ordinance or law coverage increases, the price
mark-up increases. This may reflect a relationship between this variable and a homeowners
overall demand for insurance. In other words, homeowners who select ordinance/law
coverage may have a higher demand for insurance and be willing to pay a higher loading or
risk premium for it. The same could be said for the log of Coverage A, the percentage of
homes with frame or brick construction, and insured homes with higher protections codes
(lower quality since protection code = 1 is the best), which are also significantly positive. The
positive coefficient for protection code also may stem from regulatory price compression if
coastal areas tend to have less extensive municipal protection services and rates are more
constrained in these areas by regulators because of their higher catastrophe risk.

Similarly, we see two variables that reduce coverage and/or expected loss costs, yet they
are negatively associated with the price mark-up. These variables are the percentage of
contracts with the wind peril excluded and the wind deductible. Reducing the insurer’s
exposure to wind losses could lower the risk premium they require to write an insurance
policy, which would have a negative effect on the price mark-up.*® These variables also may
reflect decreased homeowners' demand for insurance coverage, which could have a negative
effect on the risk premium they are willing to pay.*

Demographics

The results for the demographic variables in the PRICEL regression appear to be
consistent with the explanations we offer for their coefficients in the PREMS regression. Zip
codes with older homeowners apparently pay a lower price mark-up, as do people in Zip
codes with higher percentages of people with a high school education. These results may be
explained by greater search activity by older and educated consumers and persistency
discounts, as postul ated above.

Median income, median home value, and a higher ratio of select homeowner costs to
income are positively related to the price mark-up. This may reflect cost factors not reflected
in our calculated indicated loss costs or a positive relationship between these income-rel ated
variables and the demand for additional insurance services, as we hypothesized for the
premium regression.

Firm Characteristics

There are a'so anumber of firm characteristics that are correlated with the price mark-up.
Across the board, the various levels of insurer financia strength as rated by A.M. Best are
significantly negative, as they were in the PREMS regression. The strongest firms (Category
1 and 2) have the lowest price mark-up, but the weakest firms in the sample (Category 7) aso

3 Another possible explanation is that there are extra costs in inspecting windstorm mitigation measuresin a
home.

* Note, the homeowner could still save money with a higher wind deductible because of the decrease in the
expected loss cost, even if they price markup on the expected loss was higher with a higher wind deductible.
This explanation would be consistent with the negative coefficient we find for the wind deductible when the
premium is the dependent variable.

% Again, as no HO-3 policy had wind excluded, this variable may reflect some unidentified neighborhood
effect.
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have lower price mark-ups than medium-rated insurers (Category 4). Again, this may be due
to the regulatory environment in Florida, as discussed for the premium regression results.

In terms of cross-marketing opportunities, the amount of auto premiums sold by the
company is negatively related to the price mark-up. This makes sense as insurers often
provide price discounts to policyholders that insure both their homes and autos with the same
company. In contrast, there appears to be an increase in the price mark-up for those firms
who have sister companies selling life insurance in the state. This is consistent with our
results for the premium equation and again may indicate that consumers value purchasing
home and life insurance from the same company.

We see that larger firms (with size measured by the log of total assets) have higher price
mark-ups. Thisis not necessarily asign of inefficiency, as we do not have controls for service
quality. However, as explained above, large firms are likely to have invested in reputation
through advertisements and the size variable as employed in this regression may be correlated
with service quality.

We also refrain from trying to explain the positive coefficients for direct writers and
stock insurers in the PRICEL regression, for the same reasons we defer the discussion of
these variables in the premium regression.

D. Estimation of Quantity Demand

Table 5 shows the results of our two-stage least squares estimation of the demand for
homeowners insurance in Florida. In this estimation, we employed the indicated |oss costs as
our proxy of the quantity of insurance demanded. We also employed PRICE1L as our proxy
for price. In the model estimated in Table 5, both PRICEL and the ratio of selected home
ownership costs to income are endogenously determined in the first stage regressions.*

We aso estimate the demand for catastrophe coverage separately from the demand for
non-catastrophe coverage. We can think of the HO3 policy as a joint (or bundled) product
where the coverages for both catastrophe and non-catastrophe perils are built into the
contract. By estimating the two demands separately, we are acknowledging that different
factors may affect the demands for insurance for these two perils.

Table 5 Panel A shows the results for the demand for catastrophe coverage (i.e., the
catastrophe portion of total indicated loss costs), while panel B shows the demand for non-
catastrophe coverage (i.e., the non-catastrophe portion of indicated loss costs). Two important
results need to be discussed: 1) the price elasticity of demand; and 2) the income elasticity of
demand. The coefficient on the log of PRICE1l (LPRICE1) for catastrophe coverage is
approximately -2.675 and this represents the price elasticity of demand. Essentialy, this
result indicates that a 10 percent increase in the price mark-up will yield a 26 percent
decrease in the quantity of catastrophe coverage demanded. Thisis highly elastic. In contrast,
the elasticity for non-catastrophe coverage is approximately -0.369. A 10 percent increase in
the price mark-up yields a 3.6 percent decrease in the quantity of non-catastrophe coverage
demanded. If the demands are estimated together so that the quantity demanded is the sum of
catastrophe and non-catastrophe indicated loss costs, the overal price elasticity (not shown in
the table) is-1.32. Thus, we see very different behavior by estimating the price elasticities for
catastrophe and non-catastrophe coverages separately.

0 1n the model estimated in Table 5, both PRICE1 and the ratio of selected ownership costs to income are
endogenously determined in the first stage regressions. This is intended to remove endogeneity from the results
shown in the second-stage regression results presented in Table 5.
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Table 5
Two Stage Least Square Resulis
Florida HO3 Contract Demand Equations
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Another interesting observation is that while we cannot separate the two products,
changes in external factors, including public policy changes, could influence the demand for
both products jointly. For example, a change in tax policy that would alow insurers to
establish tax-favored catastrophe reserves could increase the amount of insurance protection
that is purchased. Our analysis suggests that small reductions in the overall price mark-up
(which includes taxes on catastrophe reserves carried in the form of additional surplus) will
have a greater than proportional effect on the demand for insurance. In other words, favored
tax treatment for catastrophe reserves could foster better risk management by homeowners
through the purchase of adequate insurance, rather than relying on externalizing their losses
to other parties and/or retaining greater risk and the negative effects of this greater risk.** We

“ This externalization could occur through mortgage defaults, bankruptcy, tax deductions for uninsured
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intend to more specifically estimate the demand and supply effects of changing the tax
treatment of catastrophe reservesin future work.

We also see that the income elasticity of the demand for catastrophe coverage, reflected
by the coefficient for the log of median income shown near the bottom of the table under
margina effects (measured at the means), is approximately .656. This implies that a 10
percent increase in the median income in a Zip code yields a 6.5 percent increase in the
guantity of catastrophe insurance demanded. The income elasticity for non-catastrophe
insurance is 1.09. Thus, a 10 percent increase in median income will yield a 10.9 percent
increase in the quantity demanded. This suggests that non-catastrophe coverage is a “ superior
good” while catastrophe coverage is merely a “normal good”.* In both cases, as income
increases demand increases, but in the case of non-catastrophe coverage demand increases
more than proportionately with income.”® When we analyze the combined demand for
catastrophe and non-catastrophe coverages, rather than their separate demands, the income
elasticity is.98.

Contract Specific Variables

Contract provisions that expand coverage would be expected to increase the demand for
insurance (holding price and other factors constant), and provisions that reduce coverage
would be expected to decrease demand. Factors indicating higher risk also would be expected
to increase the demand for insurance and vice versa

Replacement cost coverage on contents is positive but insignificant for catastrophe
insurance demand, and significantly positive for non-catastrophe insurance demand. The
stronger association for non-catastrophe insurance may be due to homeowners' concern about
the threat of theft.

Ordinance/law coverage is significantly positive for catastrophe insurance demand and
significantly negative for non-catastrophe insurance. A stronger positive association for
catastrophe insurance could be explained by the greater relevance of ordinance/law coverage
for the windstorm peril for which damage or destruction of the principa dwelling is the
greatest concern. Publicity concerning the need for homeowners to repair or rebuild their
homes according to current codes after a hurricane could increase this demand. The negative
coefficient for non-catastrophe insurance is more difficult to explain and may be due to
model specification errors.

The windstorm protection credit is significantly positive for catastrophe insurance
demand and significantly negative for non-catastrophe insurance. The first result makes
intuitive sense. The credit lowers the premium for the insured and contributes to
homeowners' incentivesto invest in wind mitigation measures. It also will have greater value
as the wind peril and the catastrophe portion of the premium increases. The negative
coefficient for non-catastrophe insurance has no obvious explanation. We would expect it to
have no relevance to non-catastrophe insurance demand, but the bundling of the catastrophe
and non-catastrophe coverage in most contracts may play arole.

The exclusion of the wind peril is significantly negative for catastrophe insurance

catastrophe losses, and other demands on public services. We aso know from the economic theory of expected
utility under uncertainty that risk averse individuals value the reduction in uncertainty provided by insurance
and will increase their utility by purchasing more insurance if the price mark-up of insurance decreases.

“2 Note these are terms used by economists to characterize the relationship between income and demand and are
not normative valuations of which isa“better” product.

“3 Increased demand for higher liability limits as household income increases could contribute to the relatively
high income elagticity of non-catastrophe coverage.
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demand and significantly positive for non-catastrophe insurance. For these policies, the wind
peril could be transferred to the wind pool or not covered at al. In either instance, the
homeowner may find this less desirable than having their primary insurer cover the wind
peril.* Excluding the wind peril could have a positive effect on the demand for non-
catastrophe coverage if homeowners seek to expand the latter to compensate for their lack of
wind coverage. Endogeneity also may play a role here if homeowners who exclude or have
wind coverage transferred to the pool aso tend to have more expensive homes which would
Increase non-catastrophe indicated l0ss costs, our measure of quantity demanded.

For both demands, we see that the deductibles are positively related to the quantity
demanded. Thus, as deductibles increase, quantity demanded increases all other things equal.
This makes sense and is consistent with theory [?]. Owners with newer houses (built after
1960) also appear to have higher demands for both types of coverage.

Frame construction is positively related to the demand for both catastrophe and non-
catastrophe coverage, while brick construction is also significantly positive for catastrophe
coverage and statistically insignificant for non-catastrophe coverage. As these factors
represent higher risk relative to the base case (superior fire resistant homes), thisis consistent
with our intuition that greater risk increases the demand for insurance. The same could be
said for higher protection codes, which are also significantly positive for the demands for
catastrophe and non-catastrophe coverages.

The percentage of insured homes built after 1960 does not have a statistically significant
relationship to the demand for catastrophe coverage and a significantly positive relationship
to non-catastrophe coverage. Since newer homes would be expected to be lower risk, al else
equal, factors other than the hypothesized “risk-demand relationship” may be contributing to
these results. Owners of newer homes may have a greater demand for non-catastrophe
insurance for various reasons, despite the fact that homes should have alower risk of loss.

Demographics

We have a number of variables that describe the housing stock and the population in
Florida Zip codes. Some of these variables convey additional information about the
characteristics of consumers (and their homes) buying homeowners insurance, including the
consumers represented in our sample. Other variables indicate neighborhoods effects, i.e., the
influence of characteristics of a homeowner’s area on his demand for insurance.

Starting with the housing stock, the greater the number of residential structures (1-4 unit
structures) in a Zip code, for which homeowners are eligible to purchase homeowners
insurance, the greater is the demand for both catastrophe and non-catastrophe coverage. Note
this is a neighborhood effect, suggesting that homeowners in areas with greater residential
density have a greater demand for risk protection. This contrasts with the percentage of
owner-occupied housing units, which is negatively associated with the demands for both
coverages. There is no obvious intuition for this result, other than the possibility that this
variable is correlated with the number of secondary or vacation residences, which could have
a negative effect on the demand for insurance.

The percentage of condos in the Zip (which is a control variable for housing mix) affects
the demands for catastrophe and non-catastrophe insurance differently. For catastrophe
coverage it is positively related to demand, while for non-catastrophe coverage it is
negatively related to demand. The latter is understandable. The greater the percentage of
housing units that are condos in a market, the less demand there would be for homeowners
coverage, al other things being equal[?]. It is not clear why this variable is related to

“4 1t also should be noted that the wind pool may charge higher premiums for wind coverage than insurers. Our
two-stage procedure would not control for this price effect as our price measure only reflects the coverage
provided by the primary insurer and not the wind pool.
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catastrophe coverages, although it may be that the percentage of condos is related to
beachfront exposures in a Zip, which could explain the positive association with the demand
for catastrophe coverage.” The percentage of people living in urban areas in a Zip aso is
positively associated with the demand for catastrophe coverage, but negatively related to the
demand for non-catastrophe coverage. This may reflect the greater population density along
coastal aress.

The median year of the Zip code housing stock is negatively related to the demand for
both types of coverage. This contrasts with our results for newer homes reflected in our
transaction data on home characteristics. We need to explore these results further and test
alternative specifications before we specul ate on what these results mean.

Moving to population characteristics, Zip codes with higher percentages of high school
graduates have lower demand for both types of coverage. The cause of this result is unclear
as one might expect that homeowners with greater education may be more aware of
catastrophic and non-catastrophic perils, which would have a positive effect on demand.
Alternatively, higher educated homeowners may be more adept at finding ways to economize
on their coverage, such as installing safety devices that would decrease expected |0ss costs,
our measure of the quantity of risk protection purchased. The education variable also could
be positively correlated with omitted variables that decrease indicated 10ss costs.

Zip codes with high percentages of married couples with children have a higher demand
for catastrophe coverage, but alower demand for non-catastrophe coverage. The first result is
consistent with our hypothesis that having children increases a homeowner’s desire for risk
reduction and insurance, but the negative coefficient for non-catastrophe insurance is
puzzling. It is possible that families with children tend to face tighter budget constraints for
what they can spend on insurance. In this instance, higher premiums because of their
exposure to catastrophe risk may force these families to economize on the amount of non-
catastrophe risk protection that they purchase.

Finaly, since Florida is a retirement state, we are interested in how age affects the
demand for insurance. After controlling for the interaction effect of income, we find that age
is positively related to the demand for catastrophe coverage, but its relationship to the
demand for non-catastrophe coverage is not statistically significant. The average median age
of the householder in Florida is 50. Thus, at this level, we see a strong age effect on the
demand for catastrophe coverage, but as the percentage of retirees goes up, we see a
diminishing effect on the demand for catastrophe coverage. This may reflect a shortening
time horizon as the homeowner ages. This may imply that older consumers do not expect to
be faced with a catastrophe claim in the next few years and do not value the coverage as
highly as younger homeowners.

The ratio of selected home costs to median income is significantly positive for both the
demand for catastrophe insurance and the demand for non-catastrophe insurance. This is
consistent with our hypothesis that the greater the demand for or value placed on housing
services, the greater the demand for insurance.

Curiously, the percentage of homes with mortgages is negatively associated with the
demand for catastrophe and non-catastrophe insurance. Since lenders typically require
homeowners to carry hazard insurance, our a priori expectation was that having a mortgage
increases the demand for insurance. A second variable, the percentage of housing units where
mortgage payments exceed 30 percent of household income, is significantly positive for

“5 We should also note that while we have excluded HO6 (condo-owners) policies from our sample, it is
possible that some condo-owners policies are still in our database because they were not specifically identified
as such. Since condo-owners policies only insure the contents and furnishings of a condo unit (the structureis
insured by a separate commercial policy), the expected loss costs for these policies will tend to be lower,
implying alower demand for coverage based on our measure of quantity.
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catastrophe insurance and significantly negative for non-catastrophe insurance. Although
homeowners with mortgages may be required to buy an insurance policy, budget constraints
(particularly in the face of higher catastrophe insurance premiums) may prompt these
homeowners to economize on the amount of insurance they purchase to the extent that their
lenders allow.

Firm Characteristics

At this stage of the analysis, we limit firm specific variables to those that we believe may
affect consumer demand. We did include A.M. Best ratings because consumers can use these
easily as an indicator of company quality or financial strength when they decide to purchase
insurance.*® For catastrophe coverages, we see that all of the coefficients are significantly
negative on the Best Strength Category variables (recall Category 4 is the omitted category).
However, for non-catastrophe coverage the strength variables are significantly positive
(Categories 2 and 7) or insignificant. That is, there are very different relationships for the two
coverages. It is conceivable that consumers value financia strength differently for
catastrophe coverage and non-catastrophe coverage, where the latter involves more frequent
claims. Catastrophe insurance may be viewed as an unfortunate necessity, particularly for
homeownersin high-risk areas forced to pay high premiums, for which quality considerations
take a back seat to saving money on premium expenditures.

The negative coefficients for high rating categories for catastrophe insurance also may
reflect the dominance of factors other than consumers’ presumed greater attraction for strong
companies. What we may be observing is an endogenous relationship between catastrophe
indicated loss costs and the regulatory constraints placed on strong insurers to continue
writing coverage in high-risk areas.

In terms of cross marketing effects, the amount of auto insurance written in Florida by an
insurer is negatively related to the demand for both catastrophe and non-catastrophe
coverages. Thus, as the insurer sells more auto insurance in the state, it is likely to sell less
homeowners insurance, as reflected by the amount of indicated loss costs. This result may be
due to an increasing tendency by individual companies to specialize in either auto or home
insurance.*’ In contrast, we see that life insurance sales by affiliated companies within the
same group are positively related to the sale of homeowners insurance. This latter result is
consistent with our hypothesis that consumers view buying life insurance and home insurance
from the same company as a benefit. It would be interesting to see if this is true in other
states. We will undertake asimilar analysis for New Y ork to compare and contrast the results.

V. Summary and Description of Future Work

This paper is part of an ongoing project to estimate the supply and demand for residential
property insurance in Florida and New York. We examine in an exploratory manner, the
demand for homeowners insurance in Florida. We estimate these models with a 2SLS
approach to account for the endogeneity of a number of important explanatory variables. We
first examine the hedonic forms of the price and premium OLS regressions to understand how
policy terms, insured risk factors, neighborhood variables, and firm characteristics influence
premiums and price mark-ups. We also examine the quantity of of catastrophe versus non-

“® The significance that consumers attach to financial strength ratings is uncertain, but there is reason to expect
that these ratings have some relevance. Insurers typically advertise their Best ratings and agents typically
convey thisinformation to consumers.

4" We should also note that we measure this variable at the company level rather than the group level. A group
may segregate its homeowners insurance and auto insurance in different companies within the group.
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catastrophe insurance demanded to show that there are some potentially important differences
in the factors affecting the demands for these two coverages.

The results for the hedonic premium and price equations suggest that many factors affect
these outcome measures. In other words, variations in our calculated SO indicated |0ss costs
do not fully account for variations in the premium per policy or the price-mark up. We
believe that one contributor to premium and price dispersion is the deviation of insurers
assumed loss costs from SO indicated loss costs. We aso hypothesize that, in a workably
competitive homeowners insurance market subject to certain regulatory constraints, varying
consumer preferences and insurer product and service differentiation further contribute to
premium and price dispersion.

Two interesting and plausible observations arise from the demand analysis. First, we find
that catastrophe coverage is more price sensitive than non-catastrophe coverage. Second,
catastrophe coverage is a normal good whose income elasticity is considerably lower than
non-catastrophe coverage, which our results suggest is a superior good.

The results for other variables hypothesized to affect demand are more mixed in terms of
our ability to offer plausible explanations. Among the results that tend to be more robust, it
appears that factors associated with higher risk tend to increase the demand for insurance.
Also, greater demand for housing services, in turn, appears to increase the demand for
insurance. The effects of various coverage provisions on demand are less predictable.
Homeowners may tradeoff certain coverage enhancements and reductions as their premiums
increase due to higher catastrophe risk. We need to refine the specification of our model
before we can draw stronger inferences from our empirical estimates.

In future work we will examine both New York and Florida. This will alow a
comparison of two regulatory regimes and two different markets. In addition to homeowners
insurance, we will aso include data on the dwelling, fire and extended coverage contracts
sold in each state. These latter coverages are substitutes for more bundled homeowners
insurance policies. Additionally, we will refine our model specification to more accurately
measure certain factors and incorporate potentially important omitted variables, such as
underwriting stringency and quality of service. Finally, we also will estimate the supply of
homeowners insurance in the state markets that we would include in a joint estimation of
supply and demand.
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Tabla A1
Featuras of Policias and Structuras

Variable Short Description Comments and Codings
YEAR Year {1995-1998) I3 (1985), 1 (1996), 2 (1997, 3 (1998)
[ZIP ill:l- Coda Ep code
STATE Stale Saparate Panels for FL & MY
TERKIT Termlony Location ldentilier for Cal-Losses
|POLICY Palicy Forrm Dummy Variables to Heflect Policy Form
HO (NY anly), HO3, HOS, HOS Coverages
SUBLINE Subling Reflects Loss Seltlement Basis| Dummy
[EXCIND Er.-:apu:ln Indicator Dlumimy :u'arlal:nla: 1 = Wind Transferred to Pool
STEX State Excaption Indicator Elurnrng.r Varaible = 1 if ¥¥wnd Device Protection
Credit
|ORD_LG Drdinance of Law 'Ea;:-w:lraluc Elunlrnar Variable: 1= E-uwmgu E‘ay:: Acidifional

Cost Required To Repalr a Damaged Home
According To Current Bullding Codes

|[FAM

Murmiber of Farmiees

Dumrmy Varable: 1 = Multiphe Families

TYFEGOM  [Type of Construction Elunlrnyr Vanables to Reflect

Frarmea Dilferent types al Struciures

BEnck

Supenor Fire Resistant
YEARDON Yoaar of Construchion Dumrmy Vanable: 1 = Consiructed after 1960
[WIND_DS Wind Deduclible Size (3's)

[Wind Deductible Convered 10 55 ﬁxpruasud
as Percentage of COWVA

Fira Deductible Size ($'s)

Fire Deductible Converied io $'s if Expressed as

Prolection Code

Crdinal Ranking Vanabke for the Structure {1-
107, the Lower tha Belter

Euih:lirrg Code Effectiveness Erading

Community ﬁrading

Coverage A Limil

Dollar Amount of Coverage A Limil

Coverage C as Percant of COVA

In Standard Policy, COVCPCT = 505

COVCPCT
COVELIM

El’.:-'-'crarg.;l:l E (Liahmm L

= — —
Commrbed b3 5's if exprassed as Percentage of

[iLC Total IS0 Indicaled Loss Costs Diollar Amount
IIL'E G IS0 Indicaled Loss Costs Cal Porlion Dollar Amount
[ILC_NC 150 Indicated Loss Costs MonCal Porion |Dollar Amount

Annualized Prarmium Limil Oollar Amount

Annualizad Prica

{(1+r}PREMS-ILCJILC]

1+ Annualized 5ri|;.||,:

Lingar Transionrn of PRICE =PRICE + 1
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Table A2

Company Data from MAIC and AM Best
Variahble Shuori | Comments and Coalings
Mime Descripdion
IMET_CO0E Markating Systam Employed by fha Fem|Oummy Yanabéas io Repragant
‘ariows Forms of Markaling and
Distribution Syskams
Agent = 1 if an “agency writes"
Diract =1 il & “direcl wites”
Company D Various ldentifiers for the Company and TL'nh. 1o AMBast Dala
the Group n Which it Operates
CAFSURF Capilal ard Surphus Tolal Firm CAS
S Besl Capital Asequacy Ralio [This i & risk-based capilal Measore
IFSC Besl Financial Size Calegary |Discrete size calegories based on
Adjusted Policy Holder Surplus
STRENETH Hesl El!rengul Category Mumeric coding fram 10 @ ﬁzﬂn:ling
AMBest Rabing, where 1 s the bast
(A++)
[RATING AMBeat Falirg Rlgha Numenc Coding of Best Habing
TOTASS [Total Assets [n¥
|LToTASE Log of Total Assats E Log §
SOENRAT State Line of Busness Concentrabion | Thi % of Total Firn Business in g n
Siales in which il does buesnass, a8
lgeagraphee concentration indicalar
HOME 1 Homerrwars is Firsl Ling of BUsiness IEumm!.l Vanable il HO s the highest %
of Direct Premiums Written (DPW) o
Toatal DEYW for the Firm
HOMEZ Homeowners 18 Second Line of Business|Defined as in HOME 1
ILOBRRAT n=Lina of ﬁl.lsinu-ss Concentration ﬁalin Percant of writings in the 1op 0" Lines
of Busingess divided by DFW
JFLAUTCY MNYAUTD  [Total of Personal Auba Lines Premiums  |An Indicator of Cross-Markeling
in gach State potential for the Finm
IFLHOTOTINYHOTD  |Percent of Business in State (FL & NY)  |Ralio of Homeosnaers o Total DPW in
the respactne Skabe
Table A Z Continues on Next F':lgn
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Table A2: Company Data (Continued)

Variable
Hame

Short
Daﬂ.-:n_Pu-nn

Commants and Codings

FLLPREMY NTLF‘HEMlTutaI Life Insurance Premiums whitten
by Companies in Sama Group as the

An Indicator of Cross Marketing
lpotentad for the Firm

_—
Organizational Form:

Firrm
HOMEDPW Sum of HO Pramiums in the Stale
LHOMEDFW Log of HOMEDPW
TOTOPW Total of Direcl Premiurms Welben
Malionwide _
TOTHODPW Total Direct Homeaowners Presmiums

Writlen Matiormside

—
Crrganizational farm

—
Durnery WVarables bo reflect
Chrgeaniz ational Farm

L, the raten of TOT_PD o TOT_LUKNPD

Slock Mutuad =1 if a mutual
Mustusal Sock= 1if a stock
HO _EX Homaowners Ling Expenses Direct Loss Adjustment Expenses
Incurrad + Brokeraga Feas and Taxes,
Licensas & Fees for HO Ling
HO_EX_RT Expansa Ratio for Homeownars Ling Ratiz of HO_EX to Homaowners DEW
I the: Stale
IEE_EX Unallzcated Homeowners Line Expenses]Amount of iotal Homeownars expense
that remasns wnallocated aftar
allocations 1o all States,
C_ouT [Total Number of Claims Elul:slanding for
tha yaar im question and tha previous
Pwo yaars
C_REPT Taotal Mumber of Claims Raported during
thi year in quiesticn and tha bwo
[previous yiars
C_RAT Ratio of total number of claims A Quality of Service Maasure
gutstanding o the: numbss of claims
(Reported and Cuisianding)
TAT_PD Total Paid Claims From Past Thres
Years, in the year in gueslion and the
|previous two years
TOT_UNPD Total Unpesd Clesms from Past Thires
Yaars, tha yaar in question and tha
|previous two years
TOT_RAT Ratio of Unpaid Claims to Total Claims, |A Quality of Servica Maasure




Table A3
Census Variables Employed

F\'E HHIms ||°|'J'EFEEB Housahold Incoma 0 tha Ei code
Median HHIngG Madian Housaholder Income In The Zip Cods

|h'||:lt{:-.m % Of Housing Units Thal Hawe A Morigage

[ 2 (O Houging Uinits In Which Morlgage |8 Grealer Than 30% O Househalkd Exps
Py AgaHH Average Age O Householder

|CenOce H % O Housing Units Occupied By Cremar

Pl_Riln % OF Incoame That Comafitules Ralirad Income

Edu_1dh JFerceniage Of Paopls Abowa 75 Who Have Completed 12Th Grada

Edu_coll IF"HI:::nI.a;l: O People Sbose 25 Who Haree & College Degres

IF '-'l.'rul:_a % Of Whikas Ml:ﬂE Tha Populaticn in Tha én

IHE:Iia.n"r'EI |Miadian Year Stuciures Were Buill In The Zip

Mediany'A
Fop_Lii

Meadian Value O Sinuclures bn The Zip
% Of Population That ks In The Urban Arsas In The Zi
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