
T H E  B I G  S E C R E T  O N  W A L L  S T R E E T

F R O M  T H E  D E S K  O F  P O R T E R  S T A N S B E R R Y

S P E C I A L  R E P O R T

THE WORLD’S
GREATEST
INVESTMENT 



Guide to Property & Casualty Insurance Investing

2
©2023 Porter & Co. All Rights Reserved. 
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Chiara Offreduccio felt guilty about her riches.

Born in 1194, Chiara was the daughter of Count De Sasso-Rosso, a wealthy 
aristocrat and emissary to Rome. From a young age, she was known as a deeply 
pious child – often at prayer or helping to feed the poor.

But while she attended balls and banquets, dined on the finest food, and lived in 
a luxury palazzo with servants to attend to her every whim…the local peasants – il 
contadino – had to scrape what they could from the land, suffering on the brink of 
starvation.

Chiara reportedly found the wealth gap between her family and the locals in her 
town to be unjust. Throughout her youth, she yearned for a simple spiritual life 
devoted to Christianity and helping the less fortunate.
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However, as the daughter of a nobleman, she was expected to marry for political 
purposes. Her parents wanted to marry her off at the age of twelve, but she 
begged off and said she wanted to wait until she was 18.

That day was fast approaching.

Then, while attending church on Palm Sunday, on March 20, in the year 1212, the 
seventeen-year-old Countess received what she believed to be a sign from God.

“When others pressed forward to receive their branches of palm, I remained in 
my place, rapt in a dream. All eyes fell upon me as the bishop noticed me and 
came to place a palm in my hand.

Stunned, I glanced down at the branch in my hands and knew it was a sign 
from God. That was the last time the world beheld me.”

That evening, in the dead of night, she slipped away from her family’s palace and 
fled to the small, secluded monastery of San Damiano.

Arriving at the monastery, she cut off her hair, cast aside her jewels, shed her 
rich garments… and donned a coarse tunic and thick veil. In the eyes of God, she 
renounced her wealth and pledged an oath to serve God and the church.

She would no longer be known as Chiara, daughter of the Count. Today, we 
remember her as St. Clare of the Poor – and the order she founded, a group of 
pious and charitable women like herself, took the name “The Order of Poor Clares.”
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During her life, Chiara’s religious work was so influential that Pope Alexander IV 
canonized her as a saint only two years after her death. (Interestingly, today she 
is known as the patron saint of television and remote viewing, because, as legend 
has it, when she became too sick to attend Mass, the ceremony miraculously 
appeared on the wall of her room. Make sure you remember her next time you’re 
on a Zoom call.)

Together, Clare’s order of nuns – which still exists today – devoted themselves 
to helping the poor. The tool they chose to fulfill their mission was humble but 
brilliant. It came to be known as a mutual aid society.

A Burden Shared Is A Burden Halved
Mutual aid societies are based on the concept of pooling resources among 
members, providing a form of social safety net, so that any one member receives 
support by the group when individual hardship strikes.

The idea of combining resources to mitigate risk began thousands of years ago 
when Chinese merchant ships divided their cargo among a number of different 
ships. That way, if one ship was wrecked at sea, the entire cargo would not be lost.

As time went on, poor or disenfranchised populations began to pool their finances in 
a similar way – particularly those who were shut out from the mainstream financial or 
medical system, like the nuns of The Order of Poor Clares. (The Clares followed an 
extremely strict rule of poverty that even forbade them from wearing shoes.)

Instead of owning individual property, nuns like the Clares contributed their 
resources into a community pool, which would be drawn upon to provide financial 
assistance during times of need, covering things like medical and funeral 
expenses, or providing financial assistance to widows and orphans in the parish.

As history marched on, the “mutual aid” concept evolved further. In the 18th 
century, newly freed black slaves in the U.S. formed the Free African Society to 
provide financial and medical services for its members. Hundreds of similar mutual 
aid societies popped up in the 19th century.

As an example of the financial arrangements offered, members would pay 
premiums of $0.25 - $0.35 per week and would receive benefits of approximately 
$1.5 - $3 per week for medical care, and payouts of $10 - $20 upon death.

This model of mutual aid became popular throughout Europe during the same time, 
with the rise of “Friendly Societies,” which were often formed around labor unions. 
The benefits for members expanded beyond health care and death benefits, to 
include things like retirement schemes, forming the foundation of the modern-day 
pension – one of the earliest forms of employment insurance.
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Warren Buffett Discovers God’s Investment
We fast forward a number of centuries… to one of history’s greatest investors.

Warren Buffett has been with the love of his life for 56 years.

That’s longer than his – according to the finance gossip press – “unconventional” 
52-year marriage to Susie, who passed away in 2004. And certainly longer than 
his widely-publicized affair with Katharine, or his 17-year (and counting) second 
marriage, to Astrid.

Warren’s true love is the insurance business. They’ll be together until death parts them.

Once Buffett’s company, Berkshire Hathaway, made its first major insurance 
purchases – National Indemnity and another, smaller company – for $8.6 million in 
1967, he never looked back…

Today, the core of Berkshire remains insurance – Berkshire Hathaway Reinsurance, 
Geico, and General Re, plus a collection of smaller companies. This growing tribe of 
insurance companies provided Buffett with the fuel that powered the compounding 
machine of Berkshire Hathaway – a source of permanent “free capital”, which he 
has used to invest in a wide range of other businesses.

This “free capital” gives Berkshire the ultimate advantage over banks, hedge funds 
and other money managers, all of which must pay to borrow capital for making 
investments. And it’s the secret sauce that paved the way for Berkshire Hathaway 
to become the eighth-largest company in the S&P, with a $660 billion market cap. 
Buffett himself is the fifth-richest man in the world.

Starting in 1970, Berkshire’s insurance operations provided Buffett with $39 
million in “free capital.” He invested this free capital into a collection of world-class 
companies, providing more profits to buy more insurance companies, which in turn, 
provided more “free capital” in a virtuous compounding cycle.

Over the last five decades, Berkshire has snowballed its way into an incredible 
$164 billion in “free capital.”

In Buffett’s own words, if he hadn’t made that first, fateful insurance buy back in 
the ‘60s, “Berkshire would be lucky to be worth half of what it is today."

Warren flirted with insurance long before they got together, though.

In 1951, he made a small purchase of Geico, for around $10,000. He sold a year 
later, for around $15,000.

He didn’t buy back in until the 1970s. Waiting so long – and selling in the first place 
– was a mistake.

If he’d held his original stake during that 20-year period, he’d have walked away 
with $1.3 million. The episode "taught me a lesson about the inadvisability of 
selling a stake in an identifiably wonderful company," he said later.
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But starting again in the 1970s hasn’t turned out so badly.

Today, Geico – now fully owned by Berkshire Hathaway – is worth approximately 
$27 billion, and has made Buffett $25 billion, for a return of around 1,050%, since 
then. But far more importantly, the original $2.35 billion acquisition of GEICO now 
provides Berkshire with over $30 billion in “free capital” each year.

And Geico is just one of Buffett’s insurance businesses (though, he’s admitted it’s 
his favorite). Since he first bought into the industry, Berkshire’s “free capital” base 
has exploded from $39 million in 1970 to $164 billion as of year-end 2022:

It’s not hard to see why Warren’s in love with insurance. But why do these 
companies turn everything they touch to gold?

It’s a fascinating story – and one that may very well end up as a passionate 
(investment) love affair for you, too.

And, like many great stories, it starts with catastrophe.

We All Need Insurance – Whether We Want It Or Not
Insurance, at its core, is the sharing or pooling of risks. When the chances of a 
financial loss – some as catastrophic as a hurricane that wipes your house from 
the face of the beach, or as minor as a fender bender on the freeway – are spread 
among many members of a group, the loss to any one member is substantially less 
than had the risk not been pooled.
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Without this risk-mitigating tool, the economy would be a fraction of its size… 
global trade would collapse… businesses would be hamstrung… and innovation 
would be crippled. People would live shorter, sicker lives. It’s no exaggeration to 
say that without insurance, you wouldn’t own a home, drive a car, go on vacation, 
have healthcare, or enjoy any of the modern luxuries we take for granted.

In the words of the International Association of Insurance Supervisors (IAIS), 

"The absence of insurance would make progress and growth impossible.”

And property and casualty (P&C) insurance offers a way to compound money, year 
after year, with unyielding efficiency. And, when applied correctly, with very little 
risk.

Property and casualty insurance enjoys a unique financial benefit like no other 
business: it has a positive “cost” of capital.

That is, rather than having to pay for capital – like a bank that must offer interest 
payments on deposits – well-run P&C businesses receive zero-cost upfront capital 
in the form of insurance premiums. If the company charges more for the premiums 
versus what it ultimately pays out, it pockets the difference.

Most importantly, because P&C claims typically aren’t made for a number of 
years (or, in the best case scenario, are never paid at all if a claim fails to arise), 
insurance companies can invest that capital along the way – earning returns 
beyond the profits from their insurance underwriting.

Because insurance is often a cost of living, and of doing business – you have to 
have insurance in order to buy a car or home; businesses are required to have 
insurance in order to operate – overall growth of the industry is tied to the health 
of the economy.

But despite its close marriage with the economy, P&C is a business with a mind of 
its own.

And today, we’ll walk you through exactly what makes it unique... why it’s one of 
the safest defensive investments of all time... and how to find the top-performing 
companies in the sector.

How the P&C Business Works
The P&C business (not to be confused with Porter & Co.!) writes about $700 
billion total of annual premium. There are two main ways to split up this premium: 
property vs. casualty (each about 50% of the total premium) and personal vs. 
commercial (also, each about 50% of premium).

https://website.porterandcompanyresearch.com/untitled-6/


Guide to Property & Casualty Insurance Investing

8
©2023 Porter & Co. All Rights Reserved. 

• Property lines of insurance are “first party” lines: that is, they pay for actual 
physical damage to the insurance buyer’s (first party’s) owned property. 
Examples would be damage to your personal car from a hailstorm, or damage 
to the insurance buyer’s warehouse from a heavy windstorm.

• Casualty lines are “third party” lines that pay for damage that the insurance 
buyer caused to a third party’s – that is, someone else’s – property. Liability is 
the determining factor of the insurance claim here: the insurance buyer is at 
fault for the damage, and the insurance premium pays for the loss as well as 
for legal defense, if necessary.

Property lines are typically settled and paid quickly, since there is no liability in 
dispute and doctors and attorneys are not involved. Casualty lines, in contrast, 
can take years to settle because of complicated medical bills, liability disputes, 
and attorney involvement. It’s not unheard of for casualty claims to take more than 
a decade to reach full resolution, making the pricing for such insurance products 
incredibly complex.

Both property and casualty insurance can also include personal (insurance 
purchased by an individual) or commercial (insurance purchased by an institution) 
lines.

Insurance for large corporations is far more complex than personal home or auto 
insurance, so companies that excel over the long run in commercial lines stand out 
with an unyielding focus on quality underwriting at the account level.

Underwriting is the process where an insurance company evaluates risks and 
decides which to take. Losses that are incurred and paid by an insurance company 
are known as claims.
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The chart below diagrams the industry supply chain, showing the flow of payment 
(premiums – what you pay for insurance) from the insurance buyer to the primary 
insurance company:

In return for premiums, the insurance company agrees to pay claims if a qualifying 
future loss event (like the car accident that damaged your vehicle, or the hurricane 
in Florida that hit your beachfront home) occurs. Most insurance business is placed 
via a broker (agent), who collects a commission or fee – but assumes none of the 
underlying risk. Insurance companies also buy insurance from “reinsurers” in order 
to further spread the risk of large losses to more insurers.

Insurers earn money on their underwriting expertise (underwriting income) and on 
earnings from investments that they make with premiums (more on this later).

Underwriting profitability is measured by the “combined ratio”, which is the sum of 
losses paid for insured claims and expenses associated with these losses, divided 
by the premium collected. For example, on one individual risk, if the insurance 
company collected $1,500 from you for your auto policy, and you had one claim to 
repair a bumper that cost $1,000 … the combined ratio on this one risk would be 
$1,000 / $1,500 or 67%.

Of course, such ratios only make sense when evaluated on an insurer’s entire book 
of business (not just one individual auto policy). Note that from this definition, a 
combined ratio below 100% equates to an underwriting profit, while one above 
100% is an underwriting loss. A combined ratio of exactly 100% is breakeven. While 
the industry is in the business of underwriting and pricing insurance risk, most 
years it has an underwriting loss.
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But that loss is usually more than made up for by gains from investments it has 
made from investing the insurance float (stay tuned, more on this topic below).

P&C Insurance Protects Investors, Too
While there are certainly growth periods for the property/casualty insurance 
industry, investing in property/casualty stocks is generally more of a defensive 
investment strategy.

A defensive strategy aims to reduce risk exposures and provide a more 
conservative approach to weathering market volatility while preserving capital. The 
primary focus of defensive investing is capital preservation rather than maximizing 
returns. The goal is to protect the value of investments and limit potential losses. 
One of the more overlooked aspects of investing is to preserve capital (minimize 
losses) when markets are in turmoil.

It's important to note that while the P&C insurance sector is generally considered 
defensive, it can still be influenced by factors such as catastrophic events, 
regulatory changes, and shifts in underwriting conditions. Additionally, individual 
companies within the sector may have different risk profiles and financial 
performance.

Here are some of the reasons why the P&C sector is considered “defensive”:

• Steady Demand: The need for insurance coverage persists regardless of the 
economic climate. People and businesses require protection against property 
damage, liability claims, and other non-life risks, regardless of economic 
downturns. This consistent demand for insurance products provides a level of 
stability for P&C insurers.

• Non-Cyclical Nature: The P&C insurance has a more micro-oriented 
cyclicality because it’s less influenced by broader economic cycles compared 
to other sectors. While economic downturns can affect premium growth 
and investment income, insurance claims tend to correlate less with 
overall economic conditions. This non-cyclical nature provides a defensive 
characteristic, as the sector is less susceptible to significant volatility caused 
by economic fluctuations.

• Long-Term Orientation: P&C insurers operate with a long-term perspective, 
focusing on risk management, underwriting discipline, and maintaining 
sufficient reserves to meet policyholder obligations. This conservative 
approach helps P&C insurers weather short-term market volatility and 
uncertainties.

• Predictable Cash Flows: P&C insurance companies often have a reliable and 
predictable stream of cash flows. Premium payments are typically collected 
upfront, providing insurers with a consistent inflow of funds. Additionally, 

https://website.porterandcompanyresearch.com/untitled-6/


Guide to Property & Casualty Insurance Investing

11
©2023 Porter & Co. All Rights Reserved. 

claims payments are spread over time, allowing insurers to manage their cash 
flow and liquidity.

• Risk Diversification: P&C insurers diversify their risk exposure across various 
policies, geographic regions, and lines of business. This diversification helps 
mitigate the impact of localized events or specific risks on the overall financial 
performance of the insurer.

• Conservative Investment Practices: P&C insurers generally adopt 
conservative investment strategies, focusing on low-risk assets such as 
high-quality bonds and cash equivalents. This approach aims to protect the 
insurer's capital and ensure liquidity, minimizing the impact of market volatility 
on investment returns.

• Regulatory Oversight: P&C insurers operate within a regulated framework, 
subject to capital requirements, reserve obligations, and strict oversight by 
regulatory authorities. This oversight helps maintain stability and financial 
strength within the sector.

For these reasons, the P&C sector tends to be considered a “safer” investment 
asset class than many others such as technology, communications, or consumer 
cyclicals. This is because unlike many other industries, the demand for insurance 
remains relatively stable during all phases of the economic cycle and the industry 
has a recurring revenue model that provides more predictable cash flows over 
time.

At the same time, the regulatory oversight of the industry helps ensure that P&C 
companies maintain strong capital levels.

Why P&C Stocks Are Exceptionally Low-Risk
Remember, the industry is highly regulated, and the primary concern of regulators 
is to protect consumers. Protect how? Given that insurance policies are essentially 
a contract by the insurance company to honor their ability to pay claims that occur 
at some point in the future, regulators want to make sure that consumers are not 
left high-and-dry when that future time comes … that is, regulators care about 
insurers’ claim-paying abilities. 

This philosophy is at the heart of why insurers’ investment portfolios are structured 
the way they are: very conservatively run. The investment portfolio is an insurance 
company’s largest asset, and a typical investment portfolio is ~80% invested in 
fixed income securities with a duration of 2-4 years, and more than 85% invested 
in AA-rated or higher bonds.

2023 is a good example of what tends to happen to P&C stocks when interest 
rates are rising – the stocks often will initially underperform the market. However, 
there is a fundamental dichotomy at play in the analysis of the effect of interest 
rates on the sector.
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1. Book Value Effect: As interest rates rise, the value of fixed income securities 
(bonds) fall. Since most of an insurer’s invested assets (remember the “float”) 
are in fixed income securities, their asset values fall. Hence, book value growth 
either stalls or falls. Book value is the difference between the assets of an 
insurer and the estimated liabilities, or the equity of the insurer. When interest 
rates rise, the value of the invested assets fall (65% of all invested assets are in 
fixed income securities) but the estimated future liabilities stay the same. Hence 
the equity, or book value contracts. And since most analysts and investors 
value P&C stocks based on a Price / Book Value method, some investors 
immediately assume that rising interest rates must have a deleterious effect on 
the fundamentals of the P&C stocks.

2. Investment Effect: The investment portfolio is the largest asset of a P&C 
company, with a typical P&C investment portfolio 75% invested in fixed-income 
securities with a 2-4 yr duration. Most P&Cs carry 2-4x investment leverage 
(invested assets/equity), so a 100bps rise in interest rates lowers book value by 
2-14% after tax. With P&C stocks trading on a Price/Book basis it is easy to see 
why historical P&C stock returns have lagged when rates are rising.

3. Earnings Effect: What is shortsighted in the above thinking is the fact that the 
assets are marked-to-market, which simply means that the value of the invested 
assets are immediately adversely affected as interest rates rise by accounting 
gimmicks. However, recall that we mentioned that roughly 75% - 80% of a 
P&C insurer’s earnings come from investment income. Hence, the longer-term 
effect of rising interest rates is that it boosts the future earnings power of the 
company and drives higher ROE’s, which, in turn, boosts valuations. 
How does this happen: Simply put, with an average duration of about 3 years on 
the portfolio it means that 1/3 of the current, lower-yielding assets will mature 
and get re-invested in the current year at a higher interest rate. The same for 
the next year and the third year. Hence, each year, the yield on those assets is 
growing and thus, investment income is growing. 

In short, the regulation of the industry ensures that its massive investment 
portfolio is high quality (again, more than 80% in AA-rated corporate bond), and 
high customer retention (mid 80%) means that most of the underwritten business 
is renewed, equating to more steady revenue flows over time. 

All of this leads to an industry with a low beta. Yet, remarkably, the P&C sector 
tends to outperform from a stock perspective.

P&C Stocks Beat the Market... Even with Low Beta
The P&C sector (including reinsurance) represents about 8% of the financial sector, 
which itself is 12% of the S&P 500. This means P&C stocks make up roughly 1% of 
the S&P. 
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But even though they’re a tiny slice of the S&P, property and casualty stocks have 
proven to be a longer-term outperformer relative to the market. Moreover, the 
industry achieves this feat even with a lower “beta” than the market (more on beta 
in just a moment). 

Some investors might view P&C as a “boring” sector (“hey, let me tell you 
about the great insurance stock I just bought” is not a popular cocktail party 
line of conversation) – there’s nothing boring about market-beating share price 
performance with lower risk. 

Beta is a term that describes, and quantifies, the risk of an investment in an 
industry or a stock. It measures the potential volatility, or how much a stock 
fluctuates up or down relative to its longer-term average price. More specifically, 
volatility refers to both the frequency with which a security changes in price and 
the degree to which it changes its price. It is an indicator of the inherent fear or 
uncertainty in a stock or index.

The Beta number indicates how volatile a stock’s price is relative to the overall 
market. For example, a beta of 1.0 would indicate that an investment’s risk is the 
same as the risk of the overall market. In theory, if the broader market is up 10% 
then the stock’s performance with a 1.0 beta would also be up 10%. A beta greater 
than 1.0 indicates that the stock’s price swings more wildly (i.e. is more volatile 
or riskier) than the overall market ,while a beta less than 1.0 indicates the stock’s 
price is less volatile than the overall market. 

For example, in the chart below of Progressive Insurance (PGR), we notice that 
even as the stock price performance began to rise in 2020, the beta, or investment 
risk relative to the broader markets, declined significantly. Of course, this was 
due to the fact that Covid-19 had wreaked havoc in the markets and despite the 
rise of the broader markets beginning in 2020, there was significant volatility (or 
risk) in the market. PGR stock’s beta fell from 0.90 to 0.60 during the pandemic 
(represented by the blue trend line). 
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The 10-year historical beta (inherent riskiness relative to the broader market) for 
the property/casualty index of stocks has been about 0.75, or 25% less risky than 
investing in the S&P 500 Index. Hence, the outperformance shown in the chart 
below is all the more impressive given the fact that the P&C sector is significantly 
less volatile than the overall market itself. 

In fact, for the 10-year period from 2012 to 2022, the P&C sector’s stock 
performance was over 100 basis points (12.75% vs. 11.50%) better than the 
broader market performance. Moreover, the P&C Sector maintains a very steady 
dividend yield in the range of 2.6% versus about 1.6% for the S&P 500. Hence, the 
total returns are even more impressive for P&C stocks relative to the S&P 500. And 
this outperformance comes with 25% less risk!
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The 10-year outperformance has been relatively steady and consistent, at least up 
until the pandemic. The sector did decline at about the same pace as the overall 
market, but the broader market had a slight outperformance on the rebound during 
the uncertainty of the covid timeframe. However, in 2022, the P&C sector resumed 
its historical outperformance on the basis of very strong performance as investors 
embraced “value” strategies and rewarded insurers’ pricing power.

The P&C sector (including reinsurance) represents about 8% of the financial 
sector, which itself is 12% of the S&P 500. This translates into property/casualty 
representation of the S&P 500 of roughly 1%.

The main drawback to the S&P 500 is that the index gives higher weights to 
companies with more market capitalization. The stock prices for Apple and 
Microsoft have a much greater influence on the index than a company with a lower 
market cap. In fact, with almost 30% weight toward technology, the S&P 500 has 
almost become a de-facto tech-induced index. So it inherently has more volatility 
than all of the financial services subsectors.

The P&C Insurance sector is, as a derivative of financials, considered a value (or 
defensive) play while the broader market index is much more heavily influenced 
as a growth play. This is, in part, why Property/Casualty (and Financials in general) 
tend to outperform over time. In times of broad market declines, the defensive, or 
value, plays usually outperform significantly.
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As we mentioned before, P&C stocks have a very low beta (risk applier), meaning 
there is inherently less risk involved in the sector. In fact, even among all financials, 
a sector considered “defensive” has the lowest risk factor.

Defensive stocks tend to get a lot of attention and money flow when there is a 
great deal of uncertainty in the market or in the overall economy. They tend to be 
a safe haven in times of greater market volatility as a result of exogenous events, 
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such as the potential of recession or other global economic turmoil created by 
pandemics and/or war…etc. In fact, P&C stocks have outperformed in 4 of the last 
6 recessions, exceeding the market by 7 points on average.

And, remarkably, the sector also outperforms even during “micro-recessions” in its 
own industry...

P&C Outperforms During Both “Hard” and “Soft” Cycles
Usually, costs associated with a business – whether it’s making toilet paper, 
providing consulting services, or flying airplanes – are easy to calculate. And, 
for the most part, they’re fairly similar from one year to the next (variables like 
inflation or recession or a product falling out of favor can of course affect this… but 
otherwise, costs are pretty predictable).

But it’s different with insurers. First, the costs (to an insurer) of its goods sold are 
the claim payments it makes to the insurance buyers once a qualifying loss event 
(whether it’s a car crash, a house burning down, or a lawsuit against a corporation) 
occurs. If no loss event occurs during the period that the insurance policy was in 
force, then no claim payment is made by the insurer. 

So, what is unique about this? Remember, the insurance premium is paid upfront, 
at the beginning of the policy period … thus, the insurance company charges 
a premium for the coming policy period (typically one year), without knowing 
whether a loss event will occur … meaning, its costs of goods sold are completely 
unknown when it charges the insurance buyer for premium payment at the outset 
of the policy period. And this has implications for P&C stock prices.

Because true loss costs are not known until years after the premium is paid, 
insurers looking to grow can keep their prices low for long periods of time in order 
to gain market share. In fact, we see this when looking at a long-term view …

The P&C industry has one of the more unique business cycles in the economy. 
Long periods of price declines lasting 5-10+ years are punctuated by sharp spikes 
in pricing power lasting 2-4 years. While all P&C “lines of business” (such as 
personal auto, homeowners, renters’ insurance, etc.) move differently, the broader 
industry swings are driven more by inflections in the combined ratio of longer 
duration commercial lines than personal lines.

Periods of concentrated pricing power are referred to as “hard” markets, as it is 
during these dislocated periods that insurance capacity is difficult to obtain for 
insurance buyers. A hard insurance market is characterized by a high demand for 
insurance coverage and a reduced supply. Insurers impose strict underwriting 
standards and issue a limited number of policies. Premiums are high and insurers 
are disinclined to negotiate terms. This is considered a seller’s market.
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Periods where pricing is declining are referred to as a “soft” market. A soft 
insurance market is characterized by low rates, high limits, flexible contracts, and 
high availability of coverage. During a soft market, insurance organizations are 
often trying to expand their market share and will often try to offer the cheapest 
deal to close the business. This is why a soft market is considered a buyer’s 
market.

Here’s a diagram of how the cycles work:

As we mentioned earlier, demand for insurance remains relatively stable compared 
to other industries. Consumers must have insurance for financed homes and 
automobiles. In addition, businesses are required to carry certain insurance 
such as workers’ compensation and medical malpractice insurance. Hence the 
underwriting cycles tend to be driven more by the entrance and exit of supply. 

For an insurance company, the supply is equal to capital. During periods when 
profitability is high (due to a lack of loss claims or because pricing is very high) 
new capital – from private equity, venture capital firms or other investment vehicles 
-- enters into the market to try and take advantage of the high profits. The new 
entrants look to gain share in the market, usually by offering lower pricing. As that 
occurs, prices and profitability falls.

Hence, the new capital, or insurance supply, creates a change in the underwriting 
cycle until profits fall below acceptable ranges and then capital exits the market 
(supply falls). 

Steady demand for insurance also creates competition in the form of supply 
of capital. This supply/demand dynamic does create cyclical periods of pricing 
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and/or earnings power. The property/casualty insurance industry is cyclical, 
continually fluctuating between a hard and soft market. These fluctuations affect 
the availability and price of business insurance, so it is helpful to understand why 
they occur, especially because it is the single most important focus of Wall Street 
analysts and institutional investors when determining when to invest in the sector. 

That said, it tends to be a fool’s game because the P&C stocks have historically 
performed well in both hard and soft cycles. Hence, investors should not look to 
“time” the cycles.

The following chart shows P&C outperformance during both hard and soft cycles 
over the past century:

But from an investment perspective, it really does not make a difference where we 
are in the cycle. Over time the P&C insurance sector proves much more resilient 
than most industries. That’s why “timing” these stocks is a fool’s errand and we do 
not recommend it. 

What could be better from an investment perspective over time than to invest in 
a sector where the stocks tend to outperform when the fundamentals are strong 
AND often when they are not strong? P&C stocks tend to also outperform many 
times during the “softer” cycle periods as well as in the “hard” markets.

It is obvious why the stocks would outperform in a “hard” market environment – the 
industry is growing at a much faster pace than it usually does and higher profits 
always follow the “hard” markets. What is not as obvious, perhaps, is why would 
the sector outperform during soft cycles. 

https://website.porterandcompanyresearch.com/untitled-6/


Guide to Property & Casualty Insurance Investing

20
©2023 Porter & Co. All Rights Reserved. 

Soft cycles tend to be longer in duration than hard cycles. As such, there is usually 
a bear market sentiment in the broader markets during that time. For example, in 
the 2004 – 2018 time period, there were 4 years when the broader markets were 
bearish with negative returns. Because of the defensive nature of the P&C stocks, 
there was significant relative outperformance during those four years.
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• Average annual return in the “good” times is 10% CAGR which is 300 basis 
points better than the broader S&P 500 return. 

• Excluding the anomaly of Covid years’ fall and rebound, the P&C stocks would 
have been more than double the return of the broader market during the hard 
market years.

• However, what fewer investors seem to realize is how well the P&C stocks do 
during the “soft” markets, beating the S&P 500 by 500 basis points in those 
years.

P&C stocks are NOT growth stocks. They are NOT “fad” stocks like AI, marijuana, 
or “meme” stocks. They are defensive stocks by nature. Some might call them 
value plays.
It’s not surprising that these safe outperformers are a centerpiece of Warren 
Buffett’s legendary portfolio. And in fact, they offer one more very special 
characteristic that he describes as “cost-free” money.

Warren Buffett’s Secret Weapon: Float
Warren Buffett is one of the greatest generators of wealth in history. How has he 
done it? By utilizing a unique characteristic of the property/casualty industry – the 
float. Insurance float has been the main reason why Berkshire Hathaway’s book 
value and market value have grown at an average of 20% per year over the past six 
decades, compared to just under 10% per year for the S&P 500.

Float is the difference between the premium an insurer brings in and the claim 
that is eventually paid out. The insurance business is, perhaps, the only business 
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that does not know its cost of goods sold (COGS) until much later – because the “cost” 
(what the insurer pays out) doesn’t happen until well after the premium is collected.

It is also comfortable (in many cases) with making almost no money from the 
product it manufactures (the underlying policy it sells). That is because the name 
of the game in the P&C industry is “make money on the float.”

The investment income earned on this float – that is, the return on investment of 
premiums collected by insurance companies before, or if, they’re paid out – is the 
source of the bulk of the industry’s operating profits. In fact, investment income 
represents about 75% of the industry’s profits:

When combined with the fact that retention of insurance buyers is high (about 
80%), we get an industry with high recurring earnings. Of course, the level of 
interest rates affects returns – as it does with anyone investing capital – and the 
longer-term growth rate of overall earnings, but investment income is a predictable 
and highly recurring line item within the P&C industry.

Insurers don’t pay out all the money they collect – that is, the premium – right 
away. Rather, an insurance company will collect money in the form of premiums, 
invest that money, and then pay out claims as needed at some future date. The 
difference between premiums collected and claims paid out is the insurance float.

Insurance float has been a huge contributor to Warren Buffett’s success with 
Berkshire Hathaway. Because premiums received are essentially like loans from 
policyholders -- with the key caveat that these “loans” only need to be paid back 
if a claim is made sometime in the future – Buffett has been able to use insurance 
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float as leverage when investing in stocks and private companies. That’s how 
Berkshire Hathaway has been a world-beating business for decades.

The insurance float represents the available reserve, or the funds available for 
investment once the insurer has collected premiums but is not yet obligated to pay 
out in claims.

Underwriting gains or losses are the “cost of the float”.

The float is money the insurer holds but does not own. In an insurance operation, 
float arises because premiums are received before losses are paid, an interval of 
time that sometimes extends over many years. During that time, the insurer invests 
the money.

This activity carries with it a downside: the premiums that an insurer takes in 
usually do not cover the losses and expenses it eventually must pay.

Consider the medical malpractice insurance business. A service provider, such as 
a doctor, will pay, for example, $5,000 in medical malpractice premiums each year.  
Several years may lapse before a claim is made against that doctor’s policy. But 
typically, enough claims are filed in the aggregate that the insurance company will 
pay out more to its insureds than it collected in premiums. But that does not mean 
the insurer loses money. This is because medical malpractice claims take 5 years 
on average to run through the legal system, and it can take as many years before 
the insurance company must actually pay the claim.

So the insurer will have invested that money for years, thus earning a profit on that 
capital. That leaves it running an “underwriting loss,” which is the cost of float. An 
insurance business has value if its cost of float, over time, is less than the cost the 
company would otherwise incur to obtain funds.

So to summarize, insurance float is the difference between premiums received 
today over claims that must be paid many years in the future. During that time, the 
insurer invests the money. Insurance float is so valuable that insurance companies 
often operate at an underwriting loss – that is, the premiums received are not 
enough to cover the eventual losses (hurricanes, car accidents, lawsuit liabilities, 
etc.) that must be paid and the expenses required to resolve those claims, operate 
the business, etc.

A quality P&C insurer will therefore receive capital without having to pay for it.

Why would an insurer operate at a loss? Again, because the insurer can invest the 
insurance float and make even more money. In this sense, insurance float is like 
a loan and the underwriting loss is like the interest rate on that loan (i.e. cost of 
capital). This is why it is important to recognize the high-quality underwriters 
when investing in the P&C sector.
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Those that consistently make an underwriting profit – that is, collect more in 
premium than they pay out in insured losses – essentially have a negative cost 
of capital, or are “paid to take other people’s money”. That is a great model for 
building longer-term wealth!

Now, we’ll show you exactly how to find these high-quality underwriters....

The ROE Factor
The property/casualty insurance industry is a mature industry that has been 
around for centuries. It generates earnings and has equity (book) value. Hence, it 
is valued on the “old school” method – either on a price-to-earnings (P/E) ratio or, 
more appropriately, on a price-to-book value (P/B) ratio.

Many analysts on Wall Street like to create a new valuation technique to fit a 
narrative that allows for a “Buy” rating on a stock. The classic example was back in 
the late 1990s and 2000 during the tech boom in the stock market. Everyone was 
marching to Wall Street with a new “tech” idea designed to raise capital through 
a quick IPO. Examples of this were Pets.com and eToys Inc. Each was an online 
retailer with a supposed unique idea but would not be able to make money for 
years as they invested in building the business for many years. So, the bankers and 
analysts simply valued the stock on a price/revenue basis since revenues would 
grow as they invested in the business. That was fine for a couple of years until 
investors began to demand profits. 

The problem was that most of these were simply ideas on a PowerPoint 
presentation that had no real equity value and would not make any money for 
many years. Hence, when investors would ask how to value these stocks, you 
could not justify it on a P/E or P/BV basis. This was the dawning of the age of the 
“Price / Revenue” valuation – a completely made-up valuation metric that did not 
stand the test of time but fit the narrative of the times.

The P&C business is a balance sheet-based business. Therefore P/BV is the most 
commonly used metric. And book value is highly correlated to a measure called ROE; 
companies with higher average ROE and lower volatility are favored by investors.
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Let’s dive into the metrics that drive an insurer’s ROE (“Return on Equity”, or net 
after-tax operating profit divided by shareholders’ equity). All else equal, a high 
ROE is desired, as it signifies capital efficiency. That is, more dollars of profit are 
being earned per dollar of equity capital backing up the business. 

 Below, we break down the ROE into its key components for an insurance company, 
recalling that insurers make money from (a) underwriting results (collecting more in 
premium revenue than they pay in claims) and (b) investment income earned from 
their “float”. Take a look at these equations:
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Taking each of the two lines above in turn, we see that the underwriting 
contribution to ROE is underwriting leverage (defined as dollar of premium 
divided by shareholders’ equity) times the underwriting profit margin (essentially, 
premiums collected less claims paid)). 

Mathematically:

($ of premium / Equity) x ($ of underwriting profit / $ of premium) = $ of 
underwriting profit / Equity

Keep in mind that underwriting leverage varies by line of business, with “riskier” 
lines requiring more equity per dollar of premium (a lower underwriting leverage), 
thus requiring more underwriting margin. 

For example, personal insurance companies, where claims are paid relatively 
quickly, and are thus viewed as less risky, typically write at a much higher 
underwriting leverage than do companies that write business whose claims take 
years to settle (and thus are more “risky”).

Investment contribution to ROE is investment leverage times the investment yield. 
Mathematically:

($ of invested assets / Equity) x ($ of investment income / $ invested assets) = 
$ of investment income / Equity

Because a key concern for insurance regulators is that insurers remain solvent to 
pay future claims, insurers are required to invest conservatively. With liquidity and 
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safety top priorities, investment duration is short (2-4 years) and more than 80% of 
investments are in AA-rated or higher corporate bonds.

Over the long run, industry underwriting leverage has steadily declined, as its 
capital base has compounded much more than premium growth. While the industry 
used to write at an underwriting leverage ~2.0x (1970s), today that leverage is 
below 1.0x:

This is an indication of excess capacity in the industry, or over-supply, a 
phenomenon that serves to keep a lid on prices.

Having industry underwriting leverage at near all-time lows supports our view of 
the importance of finding companies with long-term track records of underwriting 
profit outperformance. 

In summary, a company’s stock performance is highly correlated to its long-run 
ROE performance, which itself is a function of underwriting (profitability and 
leverage) and investments (also profitability and leverage). The lines of business 
that a company writes will determine its leverage, with riskier lines requiring more 
underwriting profitability to generate the same ROE. The point: knowing the details 
of the company’s operations is critical when evaluating its performance.

That leads us directly to some simple metrics we use to find attractive investment 
opportunities in the P&C space…

https://website.porterandcompanyresearch.com/untitled-6/


Guide to Property & Casualty Insurance Investing

28
©2023 Porter & Co. All Rights Reserved. 

How to Find Great Insurance Companies
Evaluating the performance of an insurance company requires a deep 
understanding of the specific lines of business it underwrites. For some lines 
of business, it can take many years for claims to settle. For example, a medical 
malpractice claim against a surgeon who left a patient incapacitated could take 
years to resolve. The pricing of an insurance product such as this is complex, and 
therefore creates risk.

Compare that example to a simple fender-bender with your car… such a claim 
would settle quickly. The pricing for this type of product is comparatively simple.

In setting their premiums, insurance companies consider operational and valuation 
metrics. These include:

Operational Metrics
Loss ratio (dollars of loss payment per dollar of premium collected). A low number 
is good.

Expense ratio (dollars of expenses paid per dollar of premium collected). Low is good.

ROE… higher is better.

Investment yield (dollars of income earned on investments per dollar of investment).

Valuation Metrics
Price to book (P/B)… stock price per share divided by dollars of equity per share.

Price to earnings (P/E) … stock price per share divided by projected earnings per 
share.

Companies trade at different valuation metrics all the time for any number of 
reasons. But some companies consistently trade at higher multiples than the 
overall industry. They are, in a sense, more expensive stocks. The most likely 
reason for long-term sustainable premium multiples is that a company has “earned 
the right” to be more expensive … most likely because it has outperformed over 
time relative to its peers.

Over the long run, companies that have earned higher trading multiples – like these 
– focus tirelessly on underwriting profitability, even when insurance prices are 
falling. They also hire trustworthy management teams who play “the long game” 
with integrity.

As examples, we note that while the overall P&C industry typically trades at a P/B 
multiple of ~1.2x, Chubb Corporation’s (CB) long-term historical P/B is ~1.5x, and 
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Progressive Corporation’s (PGR) is about 2.4x. Both companies have given, over 
a very long run, growth and profitability outperformance relative to the overall 
industry, thereby “earning” their more expensive valuations. 

You can find our full writeups on both of these companies here. 

Over the long run, companies that have earned higher trading multiples – like 
these – focus tirelessly on underwriting profitability, even when insurance prices 
are falling. They also hire trustworthy management teams who play “the long 
game” with integrity. The P&C industry provides great long-run investment 
outperformance, but finding outstanding businesses within the sector gives 
investors even greater confidence. 

https://website.porterandcompanyresearch.com/untitled-6/
https://website.porterandcompanyresearch.com/special-anniversary-eddition/

