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IntroductIon

The state-by-state regime of insurance regulation 
in the United States has been stuck in New Deal 
amber for the past six decades. Two outdated eco-
nomic presumptions left over from the New Deal 
continue to underpin and bedevil the regulation of 
insurance:

     •    Markets are fragile, constantly failing and for-
ever harming consumers. Therefore, markets 
are in continuous need of government fine 
tuning and restriction lest they do immeasur-
able harm to society; and

     •    The insurance business is so sensitive to vari-
able local conditions and circumstances that 
a national regulatory regime cannot possibly 
serve consumers’ interests adequately.

These two New Deal presuppositions, on which our 
extensive and highly decentralized system for regu-
lating the insurance industry rests, not only have 
been proved demonstrably false in case after case 
but have been supplanted since the end of World 
War II by more realistic (and principled) para-
digms: in the case of virtually every industry other 
than insurance. 

Both of the old New Deal assumptions ignore the 
dramatic change in economic circumstances that 
characterizes the past 20 years. Since the fall of 
communism, markets are flourishing around the 
world, and the global economy has become elec-
tronically networked and tightly integrated. Capital 
flows across international boundaries at will. Busi-
ness transactions occur at the speed of light without 
regard to the location of the parties.
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Despite these revolutionary changes to the manner 
in which firms do business and customers make 
purchases, regulatory bureaucracies have been very, 
very reluctant to adapt. While businesses and con-
sumers operate in a networked, global environment, 
they must purchase risk management products from 
businesses that remain heavily regulated by 50 state 
bureaucracies, each of which varies widely in scope 
and method of implementing its regulatory vision.   

the debate over Insurance regulatIon:  
Where delIberatIons stand today

As the divergence between these erroneous assump-
tions about markets (and insurance markets in 
particular) and actual economic reality grows ever 
greater, the need for regulatory reform, relief and 
modernization of the insurance industry is becom-
ing evermore self evident. For example:

I.   The United States Treasury Department current-
ly is conducting a review of the regulatory struc-
ture for all financial services, including insurance 
in particular. It is asking many of the right ques-
tions. Specifically:

     •    What are the costs and benefits of state-based 
regulation of the insurance industry?

      •    What are the key federal interests for estab-
lishing a presence or greater involvement in 
insurance regulation? What regulatory struc-
ture would best achieve these goals/interests?

      •   Should the states continue to have a role (or 
the sole role) in insurance regulation? Insurance 
regulation is already somewhat bifurcated be-
tween retail and wholesale companies (e.g., sur-
plus lines carriers). Does the current structure 
work? How could that structure be improved?

IPI recently submitted comments to the Treasury as 
part of the Department’s review.1

II.   The National Association of Insurance Com-
missioners (NAIC) is preparing to release a 
report and recommendations offering state regu-
lators’ views on changes to the regulatory struc-
ture they believe are warranted to the regulatory 
framework that governs the conduct of business 
for Property and Casualty Insurance. IPI also 
submitted comments on the draft NAIC report.2

III.  In October 2007, the House Committee on 
Financial Services held several days of hear-

ings—the first in what promises to be a series 
of hearings—on the question of reforming 
the way insurance is regulated. Subcommittee 
chairman Paul Kanjorski (Subcommittee on 
Capital Markets, Insurance and GSEs) summa-
rized the situation:3

The insurance regulatory structure has remained rela-
tively constant throughout our Nation’s history, but 
nearly all interested parties now agree that some sort of 
regulatory reform is appropriate given global competi-
tiveness, market pressures, and consumer demands. This 
hearing will explore why there is a need for insurance 
regulatory reform.

IPI has submitted testimony to the Committee for in-
clusion in the record of the next committee hearing.

the debate over Insurance regulatIon:  
an economIc perspectIve

This world runs on unintended consequences. No mat-
ter how noble your intentions, there’s a good chance that 
in solving one problem, you’ll screw something else up.

—Rand Beers, Member of the National Security 
Council of four presidents

Speaking at a recent IPI briefing, guest speaker Wil-
liam McCartney of USAA argued that the growing 
interest in reform is being driven by two basic facts:

1.  U.S. insurers wishing to operate on the world 
stage are hampered by restrictive regulation that 
their international competitors do not face; and

2.  The flow of new capital in the insurance industry 
is moving in one direction—offshore to jurisdic-
tions with more rational regulatory systems.

In this sense, the need for regulatory reform of the 
insurance industry is being driven by the same forces 
of global competition that compel us to reconsider 
the Internal Revenue Code and other regulatory 
structures that affect the ability of American busi-
nesses and workers to be as efficient and competitive 
as possible in today’s global environment. 

In addition, the necessity of a comprehensive regu-
latory review is becoming more obvious as states 
such as Florida begin using unfettered state regula-
tory powers in a predatory fashion to transfer risk 
and financial exposure from one group of local 
consumers and state treasuries to federal taxpayers, 
as well as the taxpayers of their own state(s) who 
are not at comparable risk. When Florida clamped 
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down stringent price controls on property and 
casualty insurance policies, insurance companies 
responded by canceling many property and casualty 
policies and in some cases leaving the Florida insur-
ance market altogether. 

As a consequence, the State of Florida tried to pick 
up that coverage at below-market premiums through 
the state-run Citizens Property Insurance Company, 
thus shifting financial exposure away from those 
specific homeowners at risk of wind damage onto 
state taxpayers in general. This practice resulted in 
the State of Florida’s assumption of actuarially un-
sound risk, which left Florida taxpayers exposed to 
enormous unfunded contingent liability claims.4 

Members of Congress from Florida, joined by 
Members from other at-risk states then began 
agitating for federal legislation to further transfer 
some of that risk from Florida taxpayers to tax-
payers across the entire nation—a classic instance 
of rent seeking.5  They succeeded in convincing 
the U.S. House of Representatives to pass legisla-
tion (“Homeowners’ Defense Act of 2007”) that 
presumes to ease the provision (and cost) of home 
insurance in so-called “disaster-prone” areas (i.e., 
floods plains, geological fault lines, hurricane zones 
and wild-fire ranges). This legislation is supposed 
to empower Florida and other states similarly situ-
ated (risk-prone and averse to letting market forces 
do their job) pool their collective risks as back-
ing for marketable bonds and reinsurance. Those 
instruments would get federal (i.e., American-
taxpayer) guarantees to back them up—call it 
“Subprime Insurance.”6 

These pressures for regulatory reform and mod-
ernization are heightened with regard to insurance 
because unlike other areas of the economy, which 
have gone through extensive regulatory reform since 
the New Deal, the regulatory framework of the in-
surance industry has changed hardly at all since the 
end of World War II. There is a compelling need to 
modernize today’s outdated and dysfunctional state 
insurance regulatory system.

In addition to the work on insurance reform done 
at IPI, other national think tanks also have docu-
mented in considerable detail the problems and 
inefficiencies created by the current dysfunctional 
regulatory regime governing insurance.7  A vivid 
and disturbing picture of the central problem with 
insurance regulation emerges from the research:

The insurance industry in the United States is 
regulated under an elaborately decentralized system 
of price controls imposed on a state-by-state basis. As 
the imposition of price controls distorts price signals 
and disrupts markets, serious ancillary problems arise. 
Each state regulatory bureaucracy responds in turn by 
devising its own elaborate web of regulations, subsidies 
and rationing in ill-fated attempts to mitigate the 
scarcities, higher cost, risk shifting/rent seeking and 
government-induced moral hazard that inevitably 
result whenever government drives a wedge into the 
marketplace with price controls.

regulators as predacIous do gooders

Many people want the government to protect the con-
sumer. A much more urgent problem is to protect the 
consumer from the government. 

—Milton Friedman 

Experience demonstrates that whether it’s gasoline, 
bread, prescription drugs or insurance, government 
price controls don’t work and end up causing many 
problems worse than the problem they were de-
signed to remedy. It’s a vicious cycle.

The regulatory industry (and it is an industry) has 
become sensitive to the mounting empirical evi-
dence that they are engaged in a fool’s errand. In re-
sponse, the regulatory industry goes to great lengths 
to distinguish between so-called “rate regulation” 
and price controls, but that is a false distinction 
without a difference.8  

The entire system of “rate regulation,” which provides 
the foundation of the insurance regulation industry, 
rests on an unwarranted and unsubstantiated asser-
tion that markets cannot do more than approximate 
the “right” price of insurance. If markets were left free 
to operate on their own, regulators insist, consumers 
would be “over charged” and “underinsured.”

How the political process, and the technocratic reg-
ulators who are its product, can discern the “right” 
price is left unexplained. Moreover, rate-regulating 
bureaucrats fail to explain how exactly they better 
than markets can determine what the “right price” 
of insurance is or by what standards or principles 
that price is to be arrived at; or, indeed, how and 
why markets fail to deliver price information supe-
rior to what their regulatory schemes can provide. 

The empirical evidence, however, is unambiguous.9  
Whenever regulators attempt to set the price of a 
good or service through price controls, shortages 
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emerge, black markets develop, the real price (as op-
posed to the posted statutory price) of the good or 
service rises, which then compels government regu-
lators and legislators to intervene yet again with an 
extensive regulatory police apparatus in an ill-fated 
effort to squelch black markets and solve the new 
set of problems created by the price controls. Thus, 
there are never-ending problems for regulators to 
grapple with, all self created and all redounding to 
the detriment of consumers.

For example, this summer in Zimbabwe as price 
controls dried up the supply of food and emptied 
grocery store shelves, president Robert Mugabe 
threatened manufacturers that if they refused to 
carry on with normal production despite the official 
price freeze, he would order the government to seize 
firms that stopped producing basic goods.

The State of Florida again illustrates the same vis-
cous cycle when regulators act like predatory do 
gooders. When property and casualty insurance car-
riers raised rates in 2006 in Florida after the heavy 
wind damage that occurred in 2004 and 2005, 
homeowners squealed, and the state insurance com-
mission and legislators responded. By mid-2007, 
the State of Florida had required private insurers 
to reduce premiums by approximately 25 percent 
and had allowed the unfunded contingent liability 
for wind damage to be spread among all Florida 
taxpayers by allowing homeowners to purchase in-
surance from a publicly owned company that could 
not come anywhere close to covering expected 
claims through premiums and investment income. 

Insurance companies in Florida reacted to the gov-
ernment’s price fixing of insurance premiums exact-
ly the way food producers reacted to price controls 
in Zimbabwe. By illustration, in July, 2007, State 
Farm Insurance Company (the largest provider 
of homeowners insurance in the State of Florida 
with more than one million homeowner policies) 
notified Florida’s Office of Insurance Regulation of 
its plans to drop about 50,000 home-owners poli-
cies in 2008 in coastal areas it considers being of 
high risk to wind damage. The company said such 
policy cancellations were necessary if it were to 
continue doing business in Florida under current 
stringent price controls.11  

When food producers in Zimbabwe chose to stop 
producing food rather than continue to do so at 
prices that would not cover their costs of produc-

Photographs from Zimbabwe illustrate how 
price controls create social turmoil and eco-
nomic hardship.10

When police enforce price controls, shoppers flock to 
buy bargains

And then. . . .

The price controls lead  to empty shelves

And then. . . 

President Mugabe threatens food manufacturers 
with government seizure if they refuse to produce as 
usual despite imposition of price controls



tion and distribution, President Robert Mugabe 
threatened outright to seize their companies. 
American insurance regulators and state politicians 
are not so crude. 

Instead, politicians and bureaucrats typically resort 
to a form of extortion, threatening, for example, 
to rescind companies’ rights to offer other lines of 
insurance in the state if the firm refuses to offer 
homeowners insurance in the state. At the same 
time, state regulators and legislators frequently use 
publicly-owned insurance companies as a cat’s paw 
to engage in predatory pricing, which if conducted 
by a private firm would be subject to prosecution 
under the antitrust laws of most states.12

In Florida, for example, the legislature required 
the state-owned Citizens Insurance Company to 
match the rates private insurers are mandated to 
charge under Florida price controls. Hence, rather 
than seizing insurance companies who don’t play 
ball, Florida simply threatens to drive them out 
of business with predatory practices reminiscent 
of the Age of the Robber Barons prior to anti-
trust legislation. Politicians like to call this kind of 
practice “harnessing the market to achieve public 
purposes.”  In fact it is a form of uncompensated 
regulatory “taking” performed under the color of 
“state interest.”13  

In this way, government-owned insurance firms 
such as Florida’s Citizens Insurance Company, 
initially justified as an “insurer of last resort” to 
cover risk private companies would not touch, in-
creasingly will become the insurer of “first” resort. 
Perversely, such publicly owned companies will do 
even more business at the state-mandated, actuari-
ally unjustifiable rates.
 
The great difference is that in the Age of Robber 
Barons, there were few legal barriers to entry, and 
eventually competitive forces would break up the 
monopolies and bring market discipline to bear to 
eliminate predatory pricing practices. When govern-
ments become the predators, however, the regula-
tory structure itself acts as one huge barrier to entry 
preventing competitors from entering the market-
place. A recent conference on insurance reform put 
on by the American Enterprise Institute illustrated 
how the balkanized system of insurance regulation 
throws up barriers to entry by international insur-
ance companies who are not prepared to adjust their 

business models to accommodate 50 different sys-
tems of price controls and policy extortion.14

In the face of premium price caps and other preda-
tory actions by state governments and regulatory 
commissions, private insurers are turning increas-
ingly to other insurance-policy requirements to pass 
the cost of the government regulatory mandates 
along to consumers and to bring their risk exposure 
into closer alignment with their premium income. 
For example, some insurers are more vigilantly in-
specting homes before underwriting a home-owners 
policy and requiring policyholders to take certain 
precautionary actions to reduce the likelihood of 
certain types of losses. 

In hurricane-prone areas in Eastern and Gulf 
states, such as Connecticut, some homeowner 
insurers began requiring homeowners to install 
storm-resistant window shutters to retain wind 
coverage. Connecticut promptly enacted a law bar-
ing insurers from requiring permanent shutters as 
a condition of insuring property in the state—and 
the vicious cycle continues.

conclusIon

When regulators act like predacious do gooders, 
consumers suffer.

Regulators who impose price controls and other 
coercive regulatory regimes have neither sound eco-
nomic theory nor solid empirical basis on which to 
intervene in the marketplace. Rather, they simply 
presume what must be demonstrated to justify the 
social and economic dislocation they bring in their 
wake, namely that there exists a sound scientific 
case for why rate regulation, and particularly pre-
emptive rate regulation, is economically justified 
either as a matter of principle, or as a means of pro-
viding consumers with better products and services. 

The entire edifice of insurance premium regula-
tion by state governments remains trapped in New 
Deal amber. There is no demonstrable justification 
for rate regulation nor is there even a measurable 
standard by which to determine if rate regulation 
historically has achieved even the goals set for it. 
Indeed, there is ample empirical evidence of just 
the opposite.15

As one of the last remnants of unreconstructed in-
trusive pre-World War II government price fixing 
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and excessive economic regulation, the bureaucratic 
apparatus that regulates the insurance industry in 
the United States today is in critical need of review, 
reform and modernization. One hopes that the 
revived interest in this issue will lead quickly to a 
systematic identification of needless rules and regu-
lations that can be eliminated and in the process 
elucidate a range of market-based models that can 
provide the basis for more efficient regulation of the 
insurance industry in the 21st century.

To the extent that insurance remains a heavily 
regulated industry, it will be all the more critical 
to examine alternative models of regulation that 
incorporate regulatory competition based on a Fed-
eralism model to provide a systemic check on regu-
latory over reach. Only such models can accommo-
date the three distinguishing traits that characterize 
today’s global economy:

1.  Different forms of financial services compete 
one-on-one; 

2.  There increasingly is tighter integration of mar-
kets for goods and services; and 

3.  There is an ongoing revolution in telecommuni-
cations that affects all information-based prod-
ucts and services.

 
One option for reform that takes these three con-
siderations into account would be an optional fed-
eral charter, which would allow insurance compa-
nies to choose between a state or federal regulator. 
Another Federalist approach to regulatory reform 
would be to consider a range of different interstate 
compact arrangements in which market-based re-
forms could be tested on a wide scale, with the goal, 
perhaps of encouraging model state legislation suit-
able for a 21st century global market.

However insurance regulation is modernized, one 
conclusion is obvious:  In today’s electronically 
networked, highly integrated global economy, regu-
latory provincialism has become not just an anach-
ronism but also a dereliction of the best interests of 
the citizens of the several states.
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