
Contingent Commissions After Spitzer: Agency Conflicts and
Underwriting Performance

March 14, 2022

Abstract

Investigations into insurance compensation practices have drawn attention to the potential
conflicts of interest that may be associated with payment of contingent commissions to insurance
agents and brokers. However, despite the possible conflicts of interest, contingent commissions
have also been recognized as a way to better align agent and insurer incentives. If effective,
then contingent commissions should result in better underwriting performance. We investigate
whether contingent commissions are associated with improved insurer underwriting performance.
We estimate the determinants of contingent commission payments, as well as the relationship
between the proportion of contingent commissions paid and underwriting performance. Under-
writing performance is proxied by the loss ratio, the combined ratio, and underwriting return on
equity. For the period 1996 through 2015, we find a statistically significant relationship between
the use of contingent commissions and underwriting performance.

JEL Codes: G22, J33, H32

1 Introduction

In his role as New York State Attorney General, Eliot Spitzer led an investigation and lawsuit

over allegations of bid-rigging and conflict of interest in the insurance industry. In particular, the

2004 lawsuit alleged that the largest insurance broker, Marsh, systematically engaged in bid-rigging

to steer clients to insurers with whom the firm had lucrative contingency agreements (Simpson,

2004). Contingent commissions may be added to flat percentage commissions when producers meet

volume, profitability, or retention targets. Spitzer’s initial investigation widened as other state

attorneys general and insurance regulators joined the inquiry. In January, 2005, Marsh agreed to

pay $850 million in restitution to settle the New York case.1

Following the investigation, the largest insurance brokerage firms signed consent agreements that

required them to stop accepting contingent commissions (Michael McRaith, 2006). Several property-
1For a detailed discussion of the events leading up to the lawsuit, see Kelleher (2004).
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liability insurers subsequently agreed to eliminate contingent commissions from their compensation

formulas (Green, 2007)2. Despite the settlements, most smaller brokers and independent agencies

continued to accept contingent commissions from carriers that offered them. However, disclosure

of contingent compensation became the norm. Hoffman (2012) suggests that many brokers began

accepting contingent commissions following the 2010 expiration of the Spitzer agreement. Since

2010, disclosure of contingent commissions has been stronger.

Contingent commission opponents argue that the system creates conflicts of interest between

insurance producers (agents or brokers3) and their customers. If producers are paid undisclosed

incentive compensation by the insurer, then the producer has an incentive to place the business

with the insurer offering the highest total compensation package rather than the one most suitable

for the customer. Under this information asymmetry, producers might choose to distort information

about coverage offers or misrepresent coverage offers, leading customers to pay more for insurance

than they otherwise would. However, in 2008, the First Appellate division of the New York Supreme

Court ruled that contingent commissions were not illegal and that their use did not create a conflict

of interest between brokers and clients.4

Prior studies have supported the value of contingent commission payments as incentives to

match clients with appropriate insurers (Carson, Dumm, and Hoyt, 2007; Cummins and Doherty,

2006; Regan and Tennyson, 1996). Producers have information about the applicant’s risk type that

insurers would find costly or difficult to verify, and thus can help mitigae the effects of asymmetric

information. Studies measuring the market’s response to the New York litigation have found signif-

icant negative returns for insurers following the announcement of the investigation, as well as larger

market value discounts for insurers that use relatively more contingent commissions (Ghosh and

Hilliard, 2012; Cheng, Elyasiani, and Lin, 2010). These studies indicate that investors may believe

that contingent commission payments add value to insurers, and that eliminating them is expected
2In July, 2009, Arthur J. Gallagher, the fourth largest broker in the U.S., announced that the Illinois Insurance

Commissioner and the Attorney General had agreed to allow the firm to resume acceptance of contingent commissions
on the firm’s retail brokerage business.

3Although there are legal differences in the agency relationships of insurance agents and brokers, in practice, both
agents and brokers represent the interests of both clients and insurers in different aspects of the insurance transaction.
For a detailed discussion of the legal differences between agents and brokers, see chapter 2 in Keeton and Widiss
(1988).

4See People ex rel. Cuomo v. Liberty Mut. Ins. Co. 52 A.D. 3d 378, 861 N.Y.S.2nd 294 (June 19, 2008).
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to reduce insurer profitability.5

Several studies have examined the performance of insurers using different distribution systems,

(see, for example, Berger, Cummins, and Weiss (1997) and others that measure the relationship

between contingent commissions and underwriting risk, notably Browne, Ju, and Lei (2012)). Ma,

Pope, and Xie (2013) show a positive relationship between contingent commission use and financial

performance, but their study ends with 2008 regulatory data. In addition, Cummins and Xie (2016)

use contingent commissions as a basis for exploring firm efficiency using Data Envelopment Analysis

with data extending to 20116. We look specifically at underwriting performance and extend the

dataset to 2015, analyzing the relationship between contingent commissions and performance for

ten years following the Spitzer investigation. If the use of contingent commissions improves insurer

underwriting performance, then their elimination could impact profitability and availability of in-

surance. If contingent commissions do not improve insurer underwriting performance by aligning

incentives (or, similarly, reducing premiums or improving solvency), then perhaps the potential in-

centive conflicts raised by the use of contingent commissions outweigh any other value they might

have, and thus they should be eliminated.7

The purpose of the present research is to evaluate whether contingent commissions improve

insurer underwriting performance, and more specifically, the impact of restrictions on contingent

commissions followed by loosening rules. This is an important question because, as noted above,

several insurers eliminated contingent commissions as part of their intermediary compensation plan,

and the largest brokers stated that they will not accept contingent commission payments. Further,

both the National Association of Insurance Commissioners (NAIC) and the National Council of

Insurance Legislators (NCOIL8) have developed model laws that, if enacted by the states, would

regulate the use and disclosure of contingent commissions (Carson, Dumm, and Hoyt, 2007). In

2007, the NAIC created a broker compensation task force charged with monitoring changes to
5The authors of these studies recognize that at least part of this market reaction could result from uncertainty

about the probability and size of penalties imposed on insurers under investigation or that may be targeted in future
litigation.

6Under agreement with three state insurance commissions, contingent commission use widened after 2010 (Simp-
son, 2010).

7One would expect that in a competitive market for agent services, insurers would adopt optimal compensation
schemes, but to our knowledge, this has not been tested.

8NCOIL was previously known as the National Conference of Insurance Legislators.
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broker compensation disclosure regulations across states. During the task force’s early meetings,

the members considered multi-state settlements dealing with disclosures (National Association of

Insurance Commissioners, 2009).

Beyond institutional details, contingent commissions also present an important economic ques-

tion. Commissions and brokerage fees represented less than ten percent of direct premiums written

in 2015, approximately $55 billion, and 26.8 percent of total insurer underwriting expenses. How-

ever, contingent commissions accounted for less than nine percent of total commission payments,

and less than one percent of direct premium volume in 20159. Despite its relatively small nominal

amount, inefficiency in distribution compensation schemes can have serious financial consequences.

We hypothesize that if contingent commission payments provide incentives for producers to ex-

ercise discretion in underwriting, that there will be better risk selection and better matching of

client risk type with insurer risk appetite, resulting in better underwriting results on average. We

measure underwriting performance using loss ratio, combined ratio, and underwriting return on eq-

uity ratio. Further, we expect that as the proportion of contingent commissions in the compensation

scheme increases, insurer underwriting performance should show greater improvement. However,

if contingent commissions force higher expense ratios for insurers, premiums could increase for all

insureds. This could happen if the savings from improved loss performance is more than offset by

the increase in underwriting costs due to commission payments to intermediaries. In that case, com-

bined ratios would be higher for insurers that use contingent commissions.10 In our univariate tests,

we find the opposite results. However, when using multivariate tests to control for other factors

that impact both the decision to use contingent commissions and underwriting results in general,

we find evidence for most of our hypotheses. Our multivariate findings support the hypothesis that

contingent commissions effectively incentivize producers to exercise discretion in risk assessment so

as to mitigate the asymmetric information problem between insurers and policyholders.
9Data taken from the InfoPro Database published by the National Association of Insurance Commissioners (NAIC)

(1998-2015).
10The combined ratio is a common measure of underwriting profitability and is measured as the sum of the loss

ratio and the underwriting expense ratio. A lower combined ratio indicates greater underwriting profitability.
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2 Insurance Distribution and Compensation Schemes

The majority of property-liability insurance in the U.S. is sold through intermediated channels.11

Principal-agent problems arise in the insurance transaction because the interests of the three parties

to the transaction – insurers, policyholders, and their intermediaries – are not perfectly aligned. The

nature of the principal-agent problem depends on the distribution model that is used. According to

Hilliard, Regan, and Tennyson (2013), insurers use one or more of three main distribution methods:

direct, exclusive agency, and independent agency/broker. Direct channels include mass marketing

and sales through call centers, automated internet applications, and through branch offices. In the

direct channel, there is no intermediary between the client and the insurer, and principal-agent

problems are minimized. Exclusive agency insurers rely on intermediaries who are autonomous

contractors representing the products of a single insurer under an agency contract.12 The insurer

owns the rights to the client list upon severance of the relationship with the exclusive agency.

Like exclusive agents, independent agents are autonomous contractors, but these agents may sell

on of behalf of several competing insurers. Brokers are a special case of independent producers in

which the broker has a fiduciary duty to represent the interests of the clients first, while independent

agents are have a fiduciary duty to the insurer. However, that legal difference has been blurred,

becoming more so since 2004 when most states adopted the NAIC’s Producer Licensing Model Act

(PLMA). Under the PLMA, the regulatory distinction between agents and brokers was eliminated,

referring to both as insurance “producers”. In practice, the distinction between independent agency

and brokerage is defined by the markets served by each distribution system. Independent agents

typically sell to personal lines and small to mid-size commercial clients, while brokers represent

larger commercial clients with more complex insurance needs. In addition, brokers may offer risk

management or loss control consulting and other services on a fee-basis. Importantly, under either

traditional independent agency or brokerage arrangements, the ownership of the client expirations

list lies with the agent/broker rather than the insurer. Note that we refer to both brokers and
11A.M. Best Company (2010) shows that for most commercial property-liability lines, direct and captive agency

sales account for less than 20 percent of business.
12In practice, exclusive agents sometimes represent the products of other insurers when those products are not

offered by the principal.
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independent agents as “independent producers” in this study, unless the distinction is pertinent.13

The independent producer’s role in distribution is to collect client risk information and submit

business to the insurer that most closely matches the insurer’s risk appetite. Insurers differ in the

types of business they underwrite, and also in the terms and conditions offered in policies. These

latter differences are more important in lines of business with non-standard policy features. Pro-

ducers sometimes provide claims settlement and loss control services; they also often have authority

to bind insurers to coverage.

From the principal/insurer’s perspective, there are two types of agency cost that are important

in insurance distribution. The first is moral hazard, a result of asymmetric information between

insurers and agents about agent effort in placement.14 If the insurer cannot perfectly monitor

agent effort in business production, there is an incentive to shirk, limiting sales effort on behalf of

the insurer. This incentive can be mitigated by paying the agent a flat commission based on the

volume of business placed with the insurer. Volume-based contingent commissions may be paid in

addition to flat commissions to reward agents for meeting volume targets. The commission rate

may increase as higher volume targets are met (Cummins and Doherty, 2006; Wilder, 2004). Such

contingent commission payment can intensify the incentive, encouraging independent producers to

place enough business with an insurer to allow the insurer to capture economies of scale in its

agency relationships. Volume-based contingent commissions might also support insurer portfolio

diversification by adding more uncorrelated risks to the portfolio.

The second type of agency cost is adverse selection, which is also related to information asym-

metry. Ideally, the underwriting process will assign a potential insured to a risk class, applying

the appropriate premium, so that the actual losses of the pool are close to expected losses. Insurer

profitability depends on the risk characteristics of buyers, but true risk type cannot be known by

the insurer with certainty in advance of the sale, leading to adverse selection. If an insurer cannot

observe risk type directly, potential insureds with more risk may have an incentive to hide their true
13Table 1 details the main property-liability distribution channels and the differences among them. While our data

indicate the primary and secondary distribution methods for each insurer, they do not include the distribution of
business across their distribution channels.

14Note that we are solely interested in moral hazard on the part of the agent. The presence of contingent commis-
sions should not have any impact on the post-placement risk-taking decisions of the insured post-placement.

6



risk type from the insurer so as to qualify for a lower premium than would otherwise be applied if

the true risk type were known. In this case, the high risk customer could receive a premium subsidy,

and might also purchase more insurance than she otherwise would if the coverage were fairly priced.

Then, losses of the pool in which the high risks are priced as average risk would be higher than

anticipated, and total premiums would not cover the losses of the pool.

Thus, independent producer effort on risk assessment should be directly related to insurer’s

loss experience and underwriting profitability. Once risks are assessed, policyholders can be offered

products at prices that allow the insurer to cover all costs of business: losses and loss adjustment

expenses, risk assessment and other underwriting expenses, and a fair return on capital. One

method of risk assessment is to sort risk types based on classification variables that are observable

and verifiable at low cost. However, as risks become more complex, or as the costs of risk mis-

classification increase, this method may no longer be feasible. Browne, Ju, and Lei (2012) find that

firms paying contingent commissions experience less reserve estimation error and higher premium

adequacy. Browne, Ju, and Tu (2014) find that firms that pay contingent commissions experience

less price fluctuation and less difficulty with premium adequacy. Therefore, contingent commissions

may be especially valuable in complex lines of business, such as commercial multi-peril and inland

marine insurance.

Continuing this line of prediction, Regan and Tennyson (1996) and Regan (1997) argue that

optimal producer compensation schemes depend on both the complexity and underlying risk as-

sociated with the exposure. Compensation linked to insurer profitability can induce optimal risk

assessment by producers, such that producers will expend effort on risk assessment when direct risk

assessment by the insurer is more costly or less efficient. This will ensure proper risk classification

at lower cost, thus resulting in better underwriting performance for insurers. Policyholders will be

better served as well, since a proper match between them and insurers may result in higher levels of

customer satisfaction, and thus lower switching costs for the policyholder. Contingent commissions

may also entice producers to provide loss mitigation services, reducing the frequency and/or severity

of loss events, thus directly reducing loss ratios (Carson, Dumm, and Hoyt, 2007).

Based on these conjectures, eliminating contingent commissions may have adverse consequences
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for insurance prices since producers will have less incentive to screen risks and match clients with

appropriate insurers.15 If it is more costly for insurers to verify risk types, then insurers may pass

this increased cost on to policyholders. If the insurer cannot distinguish between good and bad risks,

it may set prices too low, resulting in higher than expected loss ratios. Prices would then likely

increase for all exposures in the next period, regardless of true risk type. Alternatively, insurers

may simply place all risks into the “high risk” category. In this case, the true high risks would

be appropriately priced, but the lower risk types will be over-charged and may reduce insurance

purchases or exit the market completely. Finally, insurers may restrict availability of coverage

in lines of business where the agent’s role in risk classification is particularly important, such as

complex commercial lines. Thus, profit-based contingent commissions may help an insurer to avoid

the adverse selection “death spiral”.

To summarize, contingent commissions, paid in addition to flat percentage-based commissions,

may be based on profit, volume, retention, or business growth (typically some combination of

these). Contingent commissions are not typically paid on a per-risk basis, but are determined

based on the performance of the entire portfolio of business placed with a particular insurer. The

contingent commission schedule is known to agents at the beginning of the period, but contingent

commissions actually earned are calculated some period after business is placed and sometimes after

loss experience is observed. Profitability is determined by the insurer and is only subject to ex post

influence by the producer when the producer provides claim adjustment services.

As noted above, contingent commissions may be effective in reducing insurers’ loss ratios. How-

ever, one might argue that the payment of contingent commissions would increase insurer under-

writing expenses, and thus increase total premiums. In a U.S. Senate oversight hearing, Hunter

(2004) (of the Consumer Federation of America) argued that the payment of contingent commis-

sions results in higher costs for consumers. Cummins and Doherty (2006) show that commissions

paid by insurers are mostly passed through to policyholders in premiums charged. If contingent
15One argument against contingent commissions is that agents might have an incentive to under-report losses or

to actively interfere in loss settlement negotiations to the detriment of clients so as to maintain the profitability of
the book of business and thus qualify for the contingent commissions. This seems unlikely for several reasons. First,
agents are selling a service and rely on their reputations for repeat business. Second, even if reputation were not a
consideration, it seems unlikely that such systematic interference in the claims process would be undetected or even
tolerated by insurance claims department staff.
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commission payments benefit insurers through lower loss ratios, but result in higher combined ra-

tios16 then their use might be welfare-reducing. Of course, this assumes that the higher expense

ratio arises from producer compensation alone and not from other value-added services.

If contingent commission use may be related to line-of-business complexity, then contingent

commissions are expected to improve insurer underwriting performance on average for complex

lines of business. Several researchers have examined loss ratios and/or combined ratios as the

measure of insurer underwriting performance. For example, Lamm-Tennant and Starks (1993)

examine differences in underwriting risk across stock and mutual insurers using the both the loss

ratio and the variance in the loss ratio as measures of risk. Several studies examine loss ratios or

combined ratios in the context of underwriting cycles and insurer performance (see, for example,

Venezian (1985); Gron (1994); Grace, Rose, and Karafiath (1995)). Since we are interested in the

role of compensation schemes in improving underwriting performance, we follow that method here

and hypothesize that both loss and combined ratio levels are sensitive to contingent commission

payments. Hence, we use calendar year loss ratios and combined ratios as the dependent variables.

Finally, we also measure underwriting performance as the ratio of underwriting gains (losses) for

each period to insurer equity for the prior period.17 This is similar to return on equity, a commonly

used measure of profitability for non-insurance firms. However, return on equity includes investment

income, which is not related to underwriting performance. Therefore, our modified return on equity

measure, the underwriting return on equity, provides another reasonable measure of underwriting

performance.

We test the following hypotheses:

Hypothesis 1. The use of contingent commission compensation is associated with greater under-

writing complexity.

Hypothesis 2. Insurers that use contingent commissions achieve better underwriting performance.

16The combined ratio is a measure of insurer underwriting profit for the current year, and includes both losses and
underwriting expenses, including commission expense payments. A combined ratio greater than one indicates that
insurers paid out more in losses and expenses than they collected in premium revenue.

17Note that we control for the effect of discounting by using shares of business in short-tailed and long-tailed lines
as independent variables in the analysis.
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Hypothesis 3. Underwriting performance is increasing in the proportion of contingent commissions

in the compensation scheme.

3 Data and Methodology

Our data come from the InfoPro database, which is collected and published by the National Associ-

ation of Insurance Commissioners (NAIC). We analyze data from the Property-Casualty statement

files for the years 1996 through 2015. This allows us to measure insurer performance over a sig-

nificant period of time, and also captures the period beginning in 2004 when many larger insurers

changed their compensation plans in response to the investigations and legal settlements discussed

above regarding the use of contingent commissions, and the period beginning in 2010 when contin-

gent commission regulation was loosened18. Our initial sample included all consolidated groups and

unaffiliated single insurers reporting data for each year. For consolidated groups, we calculated the

sum of each variable from each of the writing companies reporting under the group. Because we

are interested in the effect of contingent commissions on property-liability insurers in general, we

eliminated professional reinsurers, credit and accident and health insurers, and insurers that spe-

cialize in financial guarantee products. We also eliminated groups and unaffiliated single insurers

that reported negative assets, liabilities, or direct premiums written in any year. Our final sample

consists of 14,741 firm-year observations for the period. In future work, we will also employ data

from A.M. Best’s Key Rating Guide, which includes primary and secondary distribution methods

employed by insurers. While the dataset provides total contingent commission paid by each carrier,

it does not differentiate among types of contingent commission (for example, between profit-based

and volume-based).

3.1 Determinants of Contingent Commission Compensation

Given that we expect contingent commission payments to be focused on more complex lines of

insurance, we estimate a binary dependent variable model where the dependent variable is set to
18As robustness tests, we also estimated models that included only the years prior to the 2004 lawsuit, and also

estimated regression models for each of these years separately. The results across these models are consistent with
those that are reported here.
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one if the firm pays contingent commissions, and zero otherwise. The model is estimated using both

probit and logistic regression19.

To test the hypothesis that contingent commission payments will be used for more complex lines

of business, we include the share of business written by insurers in each of five lines of business:

homeowners insurance, private automobile insurance liability and physical damage, workers com-

pensation, commercial multiperil, and inland marine insurance20. These lines represent a mix of

the largest personal and commercial lines of business. Within commercial lines, these also reflect

a range of policy and coverage complexity. We assume that workers compensation, commercial

multi-peril, and inland marine are complex lines, and that personal lines (homeowners and private

passenger auto) are less complex.

There is a large literature that examines the relationship between ownership form and insurer

risk and line of business strategy in insurance (see for example Lamm-Tennant and Starks (1993);

Mayers and Smith (1981, 1990)). To control for possible differences in underwriting strategy across

insurers with different ownership structures, we include a dummy variable set equal to one if the

insurer is classified by NAIC as a stock company, and zero otherwise.

The majority of firms in our sample are members of insurance groups. It is possible that firms

that are members of groups could reduce loss ratios by pooling losses and premiums with other

group members. Therefore, we include an indicator variable set equal to one to control for group

membership, and zero otherwise.

As a substitute for compensating agents for advertising and risk assessment efforts, insurers

may increase advertising to their targeted markets. This may attract qualified risks that match the

insurer’s profit objectives at a lower cost. If this is the case, then advertising expenditures should

be negatively associated with the payment of contingent commissions. Advertising is measured as

the ratio of advertising expenditures to direct premium written. Insurers might use underwriting

surveys or audits to directly observe client risks, substituting for producer efforts. Alternately,
19The probit model assumes that the errors are normally distributed, while the logistic model assumes that errors

follow a logistic distribution.
20Inland marine insurance originally covered property risks associated with inland transportation of goods by

rail, road, or waterway. It has evolved to include a number of types of property subject to uncommon perils, and
has historically been exempt from state rate and form filing requirements. There is greater discretion required in
underwriting inland marine insurance than for most other commercial property insurance lines.
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underwriting surveys and audits may complement the agents efforts in initial risk assessment if the

risk type is particularly complex. Our underwriting surveys variable is measured as the ratio of

underwriting survey and auditing expenses to direct premiums written to capture this effect, but

the direction of this relationship is an empirical question.

To control for other factors that might influence underwriting performance, we also include vari-

ables that measure within-firm concentration and firm size. Within-firm concentration is measured

by a line-of-business Herfindahl Index, which is calculated by summing the squared proportion of

firm direct written premium shares in each of fourteen lines of business.21 A higher value for this

index indicates a more specialized firm. A firm that is specialized in one or a few lines may have

superior underwriting expertise in those lines, and so may see lower loss ratios on average. Of

course, a highly specialized firm loses benefits of portfolio diversification, and its returns may re-

spond more sharply to exogenous shocks. We also incorporate a geographic diversification measure

by calculating the Herfindahl Index using the proportion of a firm’s business written in each state.

Similar arguments apply to geographic diversification. Firm size, measured by admitted assets, is

included to control for differences in economies of scale in underwriting and in agency management

across firms. This variable is highly skewed and is transformed by taking the natural logarithm.

We use three measures of underwriting performance as dependent variables in our linear regres-

sions. The calendar year loss ratio is measured as the sum of losses and loss adjustment expenses

incurred divided by net premiums written.22 The calendar-year combined ratio is measured as the

sum of the loss ratio and the ratio of all underwriting expenses to net premiums written. These

two measures tend to be highly skewed and are transformed by the natural logarithm function.

Underwriting return on equity is measured as the ratio of underwriting gains (losses) reported in

year t to surplus reported in year t − 1. All models include year fixed effects to capture changes

across time that might be associated with underlying industry loss trends or with regulatory or legal
21The lines of business used here are fire, allied lines, private passenger auto, commercial auto, homeowners,

commercial multiperil, workers compensation, medical malpractice, ocean marine, inland marine, burglary and theft,
boiler and machinery, fidelity and surety, and a composite “other” to capture premiums in the remaining lines of
business. Before aggregating line of business premiums at the group level, negative business line premiums are set to
0 for the purpose of calculating shares of business.

22The loss ratio is often measured using net premiums earned as the denominator. However, we found this spec-
ification to be significantly noisier than the ratio we employed. Since net premiums earned and written are highly
correlated for the market as a whole, we should be able to make reliable predictions using this specification.
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interventions in the market. The reference year is 1996.

The summary statistics for all the variables are shown in Table 2. The sample is divided

into two groups: insurers that use contingent commissions and those that do not. For insurers

that pay contingent commissions, the average ratio of contingent to total commissions paid is

14.17 percent for the period 1996-2015. T-Tests are conducted to determine whether there are

statistically significant differences in the means of the variables used in this analysis for insurers

that use contingent commissions and those that do not. Insurers that use contingent commissions

show worse underwriting performance on average than insurers that do not in univariate tests. The

average loss ratio for insurers that pay contingent commissions is 59.58 percent compared to 57.32

percent for insurers that do not use contingent commissions. Combined ratios are also higher, at

76.53 percent for insurers that pay contingent commissions compared to 72.51 percent for those that

do not. Each of these differences is statistically significant at better than the one percent level.

Table 2 also shows that insurers that pay contingent commissions are significantly larger as

measured by both net premiums and assets. These insurers tend to be less concentrated by both

line of business and geography, and spend relatively less on advertising as compared to insurers

that do not offer contingent commissions. Insurers that offer contingent commissions tend to write

proportionally more business in auto and homeowners insurance than those that do not pay con-

tingent commissions. Each of these differences is statistically significant at the one percent level.

Also consistent with our hypotheses, insurers that pay contingent commissions are more likely to be

members of insurance groups. Except for the relationship between contingent commissions and less

complex lines, the univariate results provide general support for our hypotheses. More rigorous re-

gression estimation allows us to control for the factors that affect the use of contingent commissions

and the impact of contingent commissions on underwriting performance on a multivariate basis.

The regression estimation results are discussed below.

4 Empirical Results

Recall that Hypothesis 1 is that contingent commission compensation is more likely for insurers of-

fering more complex products. The results of the models that test Hypothesis 1 are shown in Table
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3. Probit regression estimates are shown in Model 1, and logistic estimates are shown in Model

2. Results are consistent across both models. As expected, the probability of using contingent

commissions is positively associated with the share of business written in workers’ compensation,

inland marine, and commercial multiperil. However, there is also a positive and significant relation

between the share of homeowners and private auto insurance and the use of contingent commis-

sions. This relationship may result from the institutional fact that many personal lines insurers

also participate in more complex lines of business. The estimated coefficients on these variables are

statistically significant at the one percent level. The relationships continue for all other variables in

our analysis and provide general support for our hypothesis.

The results also indicate a strong negative relationship between the use of contingent commission

and insurer concentration and advertising (with concentration significant at the 1 percent level and

advertising significant at the 5 percent level). Insurers that are more specialized may not need the

services of agents in risk assessment if specialization allows them to develop efficient risk assessment

tools. Also, the negative relationship between advertising and the use of contingent commissions

suggests that insurers may use advertising to attract clients for which the agent’s efforts in risk

assessment are not important to profitability.

We find strong evidence that the use of contingent commissions is associated with ownership

form: our results also show that stock insurers are less likely to use contingent commissions than

are mutual and other organizational forms.

Table 4 reports the results of regression models that estimate underwriting performance as

a function of whether the insurer pays contingent commissions in the period. Model 1 uses the

natural log of the loss ratio as the dependent variable, Model 2 uses the natural log of the combined

ratio, and Model 3 uses underwriting return on equity as the dependent variable for the analysis.

Results are generally consistent with Hypothesis 2 in the loss ratio models, but do not hold up

when analyzing combined ratio or underwriting return on equity. The estimated coefficient for

the contingent commission indicator variable is negative and significantly associated with the loss

ratio in Model 1. This supports the hypothesis that the use of contingent commissions improves

underwriting performance as measured by loss ratio. The lack of support in the combined ratio
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and underwriting return on equity models suggests that insurers that use contingent commissions

have lower expense ratios, but do not have lower combined ratios than insurers that do not use

contingent commissions. This suggests that expenses associated with contingent commissions could

offset beneficial loss experience and thus, contingent commissions may not result in higher premiums

for insurers that use contingent commissions, all else equal. Model 3 shows no relationship between

underwriting performance as measured by underwriting return on equity and the use of contingent

commissions for the period. To analyze the effect of the New York Attorney General lawsuit and

subsequent industry compensation adjustments, we also interacted the year dummies for years 2004

and following with the contingent commission indicator. This interaction term was also negative

and significant for the loss ratio model. In fact, it was larger in absolute value than the coefficient

for the contingent commission indicator, suggesting that use of contingent commissions after the

lawsuit was more effective at reducing loss ratios.

Table 5 presents the results of the regression models that relate the relative proportion of contin-

gent commissions used to underwriting performance. The sample includes only those insurers that

have positive contingent commission payments in any year. These results provide strong support

for Hypothesis 3 for years following the New York Attorney General lawsuit. Model 1 shows that

the loss ratio increases with the proportion of contingent commission overall, but decreases with

contingent commission intensity in 2004 and following. Model 2 shows a similar relationship. Model

3 also supports the hypothesis that contingent commissions improve underwriting performance af-

ter the year 2004. Controlling for other factors that might be expected to influence underwriting

returns, the proportion of contingent commission in the compensation scheme is positively related

to the underwriting return on equity. The estimated coefficient is statistically significant at the five

percent level for our sample.

In work remaining on this project, we intend to extend our sample through 2020, and incorporate

indicator variables for the primary and secondary distribution method for each insurer, as report in

Best’s Key Rating Guides.
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5 Conclusion

Research presented here analyzes 20 years of contingent commission use, product line complexity,

and use of contingent commissions in the U.S. insurance industry. This period included a span when

contingent commission use was curtailed dramatically before being reinstated with conditions. In

particular, we examined the relationship between contingent commissions and three measures of in-

surer underwriting performance. We first examine the determinants of the decision to use contingent

commissions in the compensation mix. We find mixed support for the hypothesis that contingent

commissions are more likely to be used by firms that offer more complex products. We hypothesize

that, if contingent commissions align producer incentives with the insurer business objectives, in-

surers that use contingent commissions will have lower loss ratios and higher return on equity from

underwriting, and will not have higher combined ratios than those that do not. We also hypothesize

a greater improvement in underwriting performance as the proportion of contingent commission in

the compensation scheme increases. We find strong support for this hypothesis for each of our

underwriting performance measures, but only in years after the New York Attorney General lawsuit

imposed greater transparency and disclosure standards for contingent commissions. This finding

is robust after controlling for other factors that might influence underwriting performance, includ-

ing ownership form, group membership, intra-firm specialization, line of business mix, and insurer

expenditure ratios on advertising, risk surveys and audits and insurer risk levels.

This finding has important implications from both a public policy and economic perspective.

While contingent incentive compensation schemes do not necessarily increase premiums, they can

also incentivize unethical behavior. Rather than outright restriction of contingent commissions,

regulators should instead seek out ways to enforce disclosure and ethical behavior. In the absence of

another system that provides incentives for agents to provide appropriate information in risk assess-

ment, insurance prices would likely increase, and insurer underwriting profitability (and stability)

risk will increase.
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