f?r'

ﬂ(‘ I\ CANNABIS

§
RISK MANAGER

How Business Property and Casualty | nsurance
Rates Are Set

In the complex world of commercial insurance, understanding how business property and casualty insurance
rates are determined is essential for business owners. These rates are the result of a meticulous process that
blends actuarial science, risk assessment, financial forecasting, regulatory compliance, and market
competition. While the specifics can vary depending on industry and location, the core principles remain
relatively constant.

The Cost of Coverage: What I nsurance Companies Pay For

Insurance companies collect premiums from policyholders in exchange for providing coverage against
certain types of loss or damage. These premiums must be sufficient to cover the insurer’ s costs, which
include:

1. ClaimsPayments— Thisisthe most obvious and substantial cost. When afire destroys a building or a
customer sues a business for injury, the insurance company pays out clams.

2. LossPredictability — Some claims are straightforward and their costs are immediately known (e.g.,
property damage from afire). Others, especidly liability claims, may take years to settle and can be
unpredictable (e.g., product liability suits).

3. Administrative Expenses — Running an insurance company incurs significant costs. underwriting,
staffing, technology, office space, and compliance all contribute.

4. Customer Acquisition Costs— Marketing, agent commissions, and onboarding new policyholders
require upfront investment.

5. Reinsurance — Insurers often purchase their own insurance (reinsurance) to protect themselves from
large-scale or catastrophic losses.

6. Profit Margins— Like any other business, insurers aim to make a profit.

The Role of Investment | ncome

Insuranceis unique in that premiums are paid before claims are made. This allows insurers to invest these
premium dollars—often called “float”—Dbefore they are needed to pay claims. The returns from these
investments help subsidize claim payouts and other expenses.

When investment returns are strong, insurers may be more competitive with their rates. Conversely, in low-
interest or volatile markets, insurers may raise premiums to compensate for lower investment earnings.

Risk Classification and Underwriting Practices

Insurers use underwriting to evaluate the risk profile of each business. This process includes:

e Business Type— Different industries carry different levels of risk. For instance, a restaurant faces
more fire risk than alaw office.



¢ L ocation — Geographic location impacts risk due to factors like crime rates, westher patterns, and legal
environments.

e ClaimsHistory — Businesses with a history of frequent or severe claims are considered higher risk.

e Safety Practices— Businesses with robust safety and risk management programs may qualify for lower
premiums.

For many small and mid-sized enterprises, insurers offer Business Owner’s Policies (BOPs), which bundle
common property and liability coverages into one policy.

Class-Based Underwriting: Streamlining the Process

To make insurance more efficient and affordable, insurers often use class underwriting for certain types of
package policies like BOPs. Instead of individually assessing each business, insurers group similar
businesses into classes—such as “retail stores’ or “professional services.”

Within these classes, rates are standardized based on the collective loss history and risk characteristics. If
your business fits into one of these classifications and meets the underwriting criteria, you benefit from the
efficiencies:

e Lower Premiums— Class underwriting reduces administrative costs, which can translate to lower
rates.

e Simplified Underwriting — Fewer questions and faster application processes.

e LessFlexibility — However, these policies tend to offer fewer customization options compared to
individually underwritten policies.

How Rates Are Actually Calculated

Once the insurer understands the risk, they calcul ate premiums based on:

1. Base Rate—Thisisastarting rate for a given coverage or risk class.
2. Modifiersand Adjustments— These are applied to account for specific factors such as:
o Business size and revenue
Deductible levels
Security and fire protection systems
Employee training programs
Claims history
3. Coverage Limitsand Endor sements— Higher limits or special coverages add to the cost.
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Thetotal premium is essentially the base rate multiplied by the risk factor modifiers, with surcharges or
discounts added as appropriate.

Regulatory Oversight and Market Forces

Insurance rates are subject to state regulation. Each state has a department of insurance that oversees:

e Rate Approvals— Some states require prior approval of rate changes.
e Consumer Protections— Regulations ensure fairness and prevent discriminatory pricing.
e Solvency Standar ds— Rules ensure insurers maintain enough reservesto pay claims.

Additionally, market competition exerts significant influence. Even if the calculated rate is high, insurers
might lower premiums to remain competitive and gain market share. Conversely, they might raise rates if



clamsin a certain sector spike or if reinsurance becomes more expensive.
The Legal Environment and Emerging Trends

Legal factors such astort reform, litigation trends, and jury awards can affect insurance rates. In states with
high litigation risk, insurers may increase premiums to reflect the higher cost of liability claims.

Emerging risks—Ilike cyber liability, climate change impacts, and pandemic disruptions—are a so reshaping
how insurers calculate risk and set rates. Businesses that adapt with resilience strategies and risk mitigation
may be rewarded with more favorable pricing.

What Business Owners Can Do

Understanding how property and casualty insurance rates are set can empower business owners to better
manage their insurance costs. Here are afew tips:

e Know Your Class Code— Ask your insurer what classification your business falls under.

Invest in Risk M anagement — Fire suppression systems, security cameras, and employee training can
lower your risk profile.

Maintain Good Recor ds— Keep detailed logs of safety inspections and incident reports.

Review Policies Annually — As your business grows or changes, make sure your coverage still fits.
Shop Around — Not all insurers rate risks the same way. Comparing quotes can yield savings.

In anutshell, business property and casualty insurance rates are the result of a complex balancing act
involving risk analysis, economic forecasting, regulation, and competitive pressure. By understanding the
process, business owners can make more informed decisions and potentially reduce their premium costs
while ensuring adequate coverage for their assets and operations.
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