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Florida Property Insurers Remain
Untested: Will 2015 Be the Year?

Over the past century, Florida’s population has grown rapidly, to the point that it is now

the third most populous state. This has been accompanied by a surge in construction,
particularly along the Atlantic and Gulf Coasts. The population growth also gave rise to new
commercial development and expansion of current commercial properties. Of course, with
this overall growth came the need for both personal and commercial property insurance
coverage. (See Exhibits 1 and 2)

Early in this growth phase, insurance carriers readily provided the necessary coverage.
However, following 2004 and 2005, when several hurricanes caused significant insured
property losses, many insurance companies began to implement strategies to reduce or
eliminate these exposures from their books of business. These storms along with sink hole
losses, escalating reinsurance costs and general market conditions began to cause many
carriers to reduce Florida property exposures. Leading carriers providing property insurance
began to pay closer attention to their Florida-concentrated catastrophe risk as it began to
have a material impact on bottom line results and capital resources. Over several years, many
market share leaders began, by design, to contract while new or relatively inactive companies
began to see an opportunity and ramped up their sales/marketing efforts. At the same time,
exposure modeling was getting more sophisticated and risk mitigation began to get ingrained
into insurance company operations.

Beginning in 2007 and continuing to the present time, many of the long-term top ten
insurance market leaders began to be replaced by several less experienced companies.

Historically, the property insurance market in Florida and many other U.S. coastal states has
been challenging for insurance

carriers to generate consistently Exhibit 1
positive underwriting results. Gulf & Atlantic Coast Counties Exposed
While Florida has not had a Property Values
significant hurricane in the past Total Value Coastal Peak % of Coastal
ten years, it has been impacted State (USD Millions)  Counties _ County Counties
by other unique issues, including . L = S =
& Florida 4,673 3,657 688 78%
sink-hole claims. If history and Texas 5,963 1,588 1,187 27%
climatological science are any Massachusetts 2,365 1,278 318 54%
predictors, a large storm is gew Je:‘se){ :13';_2? 1%2 g;g gg:;"
certainly a possibility any time. Lc()]:ir; ?:n:u 1: 103 397 126 36“/:
Virginia 2,019 312 104 15%
Florida experiences hurricanes South Carolina 998 276 103 28%
on a regular basis that come in Maine 398 239 105 60%
from either the Atlantic Ocean or North Carolina 2,002 180 o7 9:/“
up through the Gulf of Mexico. 2::;;3rnlzland 1’385 1?‘2 gg 1;,,2
However, while several tropical Georgia 2,472 109 65 4%
storms have gone across Florida New Hampshire 406 109 109 27%
in the past 10 years, Hurricane Delaware 268 86 54 32%
Wilma in 2005, a Category 3 that m:s;::zp' 1 gg? ;g ;g 1:13:2
came in from the Gulf of Mexico Total 38,520 16242 6,302 2%

with estimated losses of USD 29.4

Sources: Karen Clark & Co.
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Exhibit 2
U.S Census Florida Population and Population Estimate for 2014
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billion, was the last significant hurricane that impacted Florida. It is not a matter of “if” but
“when” the next major hurricane will hit the state and losses could be much larger due to
the extensive property development and increased building costs. In the past, as significant
hurricane losses began to occur more frequently and with greater impact on carriers’ results,
many companies reduced their writings and property exposures in the state in order to
mitigate the impact that future storms will have on their overall profitability. As carriers
reduce their property business in Florida, both homeowners and commercial property
insurance markets diminish, causing property owners to search extensively for replacement
property insurance.

In 2002, the Florida Legislature, in coordination with the Florida Office of Insurance
Regulation (OIR), created Citizens

Exhibit 3 Property Casualty Insurance Corp.
Florida Fire Lines & Home Multi-Peril ~ (Citizens) to provide policyholders
Market Share 2014 and 2004 another choice for their property

Rank Company Name 2004 2014 insurance:. In tl.le‘ fall of 2002, its tjlrst year
1 Citizens Property Insurance Corporation 17.4 147 aloperitian, Eitizens had appraximately
9 State Farm Group (G) 140 a5 ©00,000 policies in force. However,

3 Allstate Insurance Group (G) 67 20 Shortlythereafterin 2004 and 2005 and

4 Nationwide Group (G) 39 12 following five hurricanes that ran through
5 USAA Group (G) 34 33 the state, three of which were category

6  American International Group (G) 32 29 3 onthe SaffirSimpson scale, Citizens

7 Liberty Mutual Insurance Companies (G) 27 049 Ppolicy counts increased significantly to

8 Hartford Insurance Group (G) 27 09 Where it was the leading property insurer
9 Tower Hill Group (G) 25 54 inthe state with over 1.5 million policies
10 Travelers Group (G) 23 0.6 written or 26% of the entire Florida

11 Universal Insurance Holdings Group (G) 05 5.2 residential property insurance market.

12 Assurant P&C Group (G) 1.1 4.3 With this significant market share,

13 Progressive Insurance Group (G) 1.6 25 growing insured property values and

14 Federated National Insurance Company 0.0 25 insurance carriers unwilling to take on

15 HCI Insurance Group (G) 0.0 24 the hurricane loss exposure, the financial
Source: CBESTLINKD resources available to the newly created
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Exhibit 4

Citizens Homeowners Multi-Peril and Fire Lines Direct Premiums Written
and Florida Market Share Data
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Citizens were pressured. After 11 years, in the fall of 2013 a process began to depopulate
Citizens Property Insurance Corporation. Legislation was passed that required Citizens to
create programs to help return Citizens policyholders to the private market. The depopulation
(take-out) program outlines a process of working with private-market insurance companies
that would like to offer coverage to Citizens policyholders. The policies offered by companies
in the private market are subject to the approval of the Florida OIR. Following several years of
depopulation activity, Citizens policy counts went down to around 600,000 by the early part
of 2015. The timing of the take-out program, coupled with a lack of significant events and
favorable reinsurance market conditions made the Florida market attractive for some existing
and newly formed insurance carriers (See Exhibits 3-6).

Market Share Shift - Rise Of The Take-Out Companies

As indicated, the volatility evident in the market due to the significant events of 2004 and
2005 led to a material shift in market share as indicated in Exhibit 3. In 2007, Citizens held
more than one quarter of the market for Florida homeowners and fire direct premiums
written. By the end of 2014 its market share dropped to 14.7%. Not only was there a rise
and eventual fall in Citizens share of the market, there was also a material shift among

the leading insurers with large national writers and their subsidiaries giving way to newly
formed or local Florida-only property writers. Many of the big names in Florida lost market
share in favor of smaller players. Between 2007-2014, State Farm’s market share was down
7.5 percentage points, Liberty Mutual Insurance and AIG both down 1.9 percentage points,
while Nationwide’s market share went down 1.5 percentage points.

In some cases, new companies have experienced significant growth driven by the dynamics
of Citizen’s shifting position in the market. The opportunity for immediate growth via a take-
out afforded companies the opportunity to capitalize on extremely favorable reinsurance
market conditions. However, there is significant risk in these strategies as proper risk
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Exhibit 5
Citizens Policies in Force and Depopulation Program
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management, risk analytics and overall infrastructure to effectively manage the growth

are in some cases untested. Whether it be a “take-out” strategy or the development of new
business on a voluntary basis, most companies do extensive exposure modeling to determine
those exposures that have the best risk characteristics and greatest likelihood of producing
profitable results. Reinsurance costs play a key role in the risk selection process, as some
risks have greater reinsurance cost associated with them than others. Catastrophe modeling
is used extensively by management regardless of the source of the business and it is a critical
component in assessing the probability of loss in a particular geographic area, construction

Exhibit 6

Citizens Florida Fire/HO Multi-Peril Market Share and Citizens
Depopulation Program
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type/year or occupancy just to name a few modeling factors. The characteristics of each
individual risk are evaluated and premium rate levels determined as in any other class or type
of business. Distribution, processing efficiencies and claims processes are critical as well

in order to effectively manage operating costs without sacrificing customer service. All the
major underwriting processes are very similar to those of other lines of business; however,
risk management, reinsurance protection and various other risk mitigation strategies are of
greater importance for companies writing catastrophe-exposed property business. Geographic
concentration, limited product offerings and significant reinsurance dependence result in
rigorous consideration and influence in the rating process.

A.M. Best Rating Approach
Critical to all of the carriers taking on new Florida property business continues to be a
comprehensive evaluation of all its property risk data performed by sophisticated automated
processes that results in a clear understanding of potential loss frequency and severity. These
evaluations are either performed internally
or by outside contractors. All companies are

: , _ Exhibit 7

convinced they have the best risk analytics o . .

: , Florida Hurricane History For The Last 15 Years
and selection process that is supported by

: hil Damage Est.

Strong ﬁnaflcml rcsourc.cs .and fexibiy Date Hurricane Name Category  (USD million) Fatalities
The analytical process is rigorous to assess P — o = -
the level of these capabilities. As always, e
reliable risk characteristic data is critical 8/25/2004  Frances H1 9,510 37
along with the key assumptions that 8/23/2005  Katrina H1 623 12
influence any final potential loss estimates. ~ 9/13/2004  Jeanne H2 6,900 3
An existing company’s track record of 7/4/2005 Dennis H3 1,115 14
risk selection, pricing, coverages and 10/15/2005 Wilma H3 20,600 5
reinsurance is revealed through its trend of 8/9/2004 Charley Ha 29,400 08

underwriting profitability and will reflect
the company’s operating performance
capabilities. Conversely, a newly formed
company, especially one starting up in the
Florida property market without a track
record, is inherently more difficult to assess their risk management approach and ability
to achieve its operating performance expectations. Accordingly, projections are rigorously
stressed to account for the lack of demonstrated success.

Totals 68,159 100

Source: National Oceanic and Atmospheric Administration, Sun Sentinel,
National Hurricane Center, BBC America, Wikipedia

After several benign hurricane years, both experienced and inexperienced companies have
been untested and accordingly the expectations regarding risk management capabilities are
thoroughly stressed to account for a number of potential scenarios. The analytical process
for Florida-concentrated companies encompasses the same qualitative and quantitative
evaluations as all companies do. Balance sheet strength, operating performance, business
profile and enterprise risk management are critical rating factors. For those companies with
an operating history, the current and projected performance, including the assumptions, is
evaluated. The business profile reflects the lines of business, operating states, distribution
channel and future plans. Balance sheet strength is evaluated on a risk-adjusted basis using
the Best’s Capital Adequacy model (BCAR). The evaluation of balance sheet strength includes
both a standard and stressed view of risk-adjusted capital. In the case of those companies
with exposure to wind events, a key component in the analysis is its exposure to hurricane
loss and the recoveries of reinsured losses. Not surprising, many companies have a very high
gross probable maximum loss (PML). The net PML after reinsurance and tax is used in BCAR
to measure the prospective balance sheet strength after a hurricane event. In addition, a stress
test is performed on the company’s capitalization that measures the capital position post an
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event and its ability to absorb a subsequent event on its capitalization. As was evident in 2004,
the possibility of multiple severe events and correspondingly multiple reinsurance retentions
and reinstatements is a real possibility. (See Exhibit 7)

Over-arching the assessment of balance sheet strength, operating performance and business
profile is the strength and depth of a company’s enterprise risk management process

that includes quantified risks with established tolerances. In addition, an enterprise-wide
assessment is performed to determine the extent of any financial flexibility that may be
available to a rated company or potential call on the capital of a company. The commitment
and influence this enterprise assessment has regarding operations and strategies plays an
important part in the final opinion of a company’s claims paying ability.

Conclusion

The Florida property market is one that many companies currently find attractive and part of
their strategy to achieve top-line growth targets. There is a relatively high degree of confidence
in the risk data being collected and analyzed. The estimated gross and net probable maximum
losses are felt to be more reliable now than in the past, although they remain potentially
limited and dependent on the specific location/property details. Finally, reinsurers are willing
to provide the significant level of reinsurance protection needed by the cedent, at increasingly
more favorable rates and terms. Of particular interest will be the position of new companies
after single or multiple catastrophe events, that are actively writing business either though the
take-out process or voluntarily and relying on the catastrophe loss estimates based on their
exposure data. This group and the other carriers will eventually be tested when the major
hurricane(s) make landfall in Florida. While the financial resources to respond to all their
affected policyholders financial loss is considered measurable, the operational resources to
handle the volume of claims in an efficient and timely fashion will be equally tested. A.M. Best
Company will continue monitoring the Florida market as the Citizens depopulation continues,
insurance companies begin operations in Florida, and the funding of the FHCF is discussed.
Analytical emphasis will continue to be put on catastrophe risk management and both the
standard and stress-tested scenario measurement of risk- adjusted capitalization. Understanding
each entity’s financial condition after single or multiple catastrophe events, as well as its
ongoing ability to respond to subsequent events, continues to be a critical component of the
interactive A. M. Best Company analysis and the assignment of ratings.
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