COMMENTARY |

Terrorism Goverage:
Economic Security Is important Too

Since the terrorist attacks of Sept. 11, our country has made
enormous investments in physical security. We now have a
Department of Homeland Security, a Transportation Security
Administration screening airports, stepped-up immigration
controls, inspections of container ships, private security guards at
the entrances to large buildings, and a host of other expensive

and invasive measures.

By Rade Thomas Musulin,
ACAS, MAAA, Vice President -
Operations, Public Affairs, &
Reinsurance, Florida Farm
Bureau Insurance Companies

nfortunately, our country paid
far less attention to its financial
security, specifically in terms of
its insurance systems’ and/or
businesses’ ability to withstand the fi-
nancial losses associated with another
terrorist event.
That situation changed in Novem-
ber 2002. After a year of delay, largely
due to partisan bickering over tort re-
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strictions, the Congress passed and
the President signed H.R. 3210, the
Terrorism Risk Insurance Act of 2002.

The legislation is historic for many
reasons:

* It represents a major expansion of
the federal government’s role in the
property and casualty insurance mar-
ketplace.

* It acknowledges that the federal
government has a unique role to play
in raising the funds needed to cover
terrorist losses, a conclusion that has
been reached by other countries fac-
ing terrorist threats, like Israel and
Great Britain

» It provides a framework of a pub-
lic/private partnership in terms of
sharing losses.

* It relies on the proven ability of
the private sector to efficiently adjust
claims.

Why H.R. 3210 Was Necessary

Regardless of whether a bill like
H.R. 3210 was enacted, the federal
government would have been deeply
involved in the economic fallout of
another terrorist attack. Passage of
this act lays out an orderly process for
that involvement, while drawing on
the strengths of the private sector,
particularly in the area of claims set-
tlement. Advantages include:

* Liabilities can be determined
based on insurance contracts, instead
of ad-hoc appropriations.

* Funds can be distributed through
the proven insurer claims settlement
mechanism.

* The existence of the program is
likely to calm financial markets after
the next event. Without it, it is a virtu-
al certainty that many insurers would
have abruptly left the market after a
huge event, regardless of whether reg-
ulators approved exclusions for terror-
ism coverage.

* Solvency will be strengthened, as
many insurers would otherwise have
faced crippling losses, either due to
their inability to predict future losses,
or regulatory restrictions on terrorism
exclusions.

+ Businesses, and the banks that
loan them money, have been saved
from de-facto self-insurance on large
risks. This exposed the economic sys-
tem to significant business failures or
loan defaults.

Terrorism is virtually uninsurable in
the private sector due three factors I
refer to as the “actuarial axis of uncer-
tainty”: there is no credible historical
data on terrorism losses; lacking data,
we cannot model the acts of madmen
with any degree of certainty; and the
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size of the potential losses is so great
that they cannot be absorbed in the
premium base as a “contingency”
without a “risk load” that could ren-
‘ der the coverage unaffordable.
' This is why the unregulated reinsur-
ance industry, which is able to insure
| the knees of college athletes or exotic
art collections, has almost universally
excluded coverage for all commercial
lines or personal lines “nuclear, bio-
logical, or chemical” (NBC) terrorism
losses. While there are attempts at
modeling terrorist losses, and some
private sector coverage is available
through reinsurance, there is clearly
nowhere near the supply of coverage
to meet the need, and no assurance
that such coverage would be available
following the next event.

What the Act Does

When the Act was signed into law, all
terrorism exclusions in primary private
insurance contracts were voided. Insur-
ers are required to participate in the
program and to make terrorism cover-

age available if they write covered com-
mercial lines. Insurers are allowed to
charge a premium for this coverage, sub-

Florida did not need this act as much
as other states, since its regulators had
not approved terrorism exclusions.

ject to after-the-fact re-
view by state regulators.

The federal govern-
ment will cover 90 per-
cent of losses above a
deductible of seven per-
cent of 2002 Subject Di-
rect Earned Premium
for covered lines in 2003,
up to a limit of $100 bil-
lion. Insurers are re-
quired to notify cus-
tomers within 90 days of
the signing of the act
[expected in late Febru-
ary] as to what coverage
they have for terrorism
and what premium will
be charged if the insured
elects to keep terrorism
coverage.

What this Act Means for Florida

At first glance, it may seem that

However, insurers
were being required to
cover huge exposures
for which they collect-
ed little or no premi-
um and for which
there was little or no
reinsurance, which was
not a sustainable situa-
tion. Already, many in-
surers had reacted to
the restrictions on ex-
clusions by non-renew-
ing entire policies
(theft, liability, wind,
etc.), forcing risks into
the surplus lines mar-
ket, where terrorism
exclusions could be im-
posed without regula-
tory interference.
However, Florida’s regulators’ gam-
ble — that most insurers would contin-
ue to absorb the risk until the federal

To characterize
government
participation in
terrorism losses that
the industry was
ahsorhing virtually free
of charge as a
“handout” is simply
wrong. Insurance is not
welfare. Private sector
coverage cannot simply
he given away hecause
insurers have a lot of
capital and consumers
need coverage.

Are A Lot Of
Your Clients Still
Operating Like They
Did Years Ago?

Now more than ever, independent
agents need to be offering fiduciary
liability coverage to their small and
mid-sized business customers who
provide some form of benefit plan
management. Claims against smaller
businesses are increasing 15% a year.
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range of fiduciary exposures facing
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government acted — paid off. A feder-
al program was enacted, no solvency
threatening major event occurred, and
the majority of insureds were provided
with coverage in the interim.

Already, the federal act is having an
effect on the ability of Florida busi-
nesses to get terrorism
coverage. According to
press reports, many large
commercial insureds are
seeing big savings in the
cost of coverage, which
had become difficult to
obtain in the admitted
market and expensive in
the surplus lines market.

Within the next several
weeks, insureds will be
getting notices explaining
how individual insurers
plan to cover terrorism
and whether they will
charge an additional pre-
mium for it. At this time,
it is unclear how Florida’s
regulators will react to
premium charges for ter-
rorism coverage. Regard-
less, agents need to be
prepared for numerous
questions on this subject.

Opverall, however, the act will result
in less expensive and more available
coverage in the voluntary market. The
coverage that is offered will be of
higher quality, as losses will be backed
by the federal government.

Most importantly, Florida will
be better able to protect premium
dollars collected here from terror-
ism losses. Since the federal gov-
ernment has yet to enact a needed
Natural Disaster Act a decade af-
ter Hurricane Andrew, Florida
needs to conserve its scarce pre-
mium dollars for hurricanes.

Is H.R. 3210 a Taxpayer
Bailout of Insurers?

The Consumer Federation of Amer-
ica (CFA) claimed that H.R. 3210
means that “insurance companies
would receive a taxpayer-financed
hand out.” They also claimed that,
“Insurance companies can afford to
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While there are
attempts at
modeling terrorist
losses, and some
private sector
coverage is
available through
reinsurance, there
is clearly nowhere
near the supply of
coverage to meet
the need, and no
assurance that
such coverage
would be
availahle
following the

next event.
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pay far more. The property/casualty
insurance business is booming.”

The insurance industry incurred
$40.2 billion in losses on Sept.11, ac-
cording to the Insurance Information
Institute (IIT). The industry had col-
lected almost no premium for this ex-
posure, as terrorism loss-
es of this magnitude had
never been part of the ex-
perience base upon which
rates were set. After
Sept.11, market rates did
increase, but this was gen-
erally due to cyclical eco-
nomic factors and not an
explicit recognition of po-
tential terrorism expo-
sure. :

To characterize govern-
ment participation in ter-
rorism losses that the in-
dustry was absorbing vir-
tually free of charge as a
“handout” is simply
wrong. Insurance is not
welfare. Private sector
coverage cannot simply
be given away because in-
surers have a lot of capi-
tal and consumers need
coverage.

The act removes an impediment to
the capital growth that will be neces-
sary to preserve availability of cover-
age in Florida. According to the III,
“...the [insurance industry’s] four-
to-five percent return [on equity] ex-
pected in 2002—while a marked im-
provement over 2001’s worst-ever
performance—is still dreary, even
when compared to today’s recession-
reduced return-on-earnings expecta-
tions for American industries, gener-
ally of about 10 percent.” This hard-
ly qualifies as “booming,” and un-
derscores the urgency of reducing
the industry’s exposure to huge ter-
rorism losses if it is to attract the
capital it needs to prudently under-
write the other risks it assumes, like
hurricane.

If H.R. 3210 is a handout to anyone,
it is to businesses and the banks that
loan them money, which would face
ruinous losses and long-term disrup-
tion in coverage without it.

Much Work To Be Done

H.R. 3210 is a good start toward
building a sustainable long-term fi-
nancing mechanism for terrorism loss-
es. However, much work is yet to be
done. The act has extremely tight time
frames for implementation for both
the Treasury and insurers, and some
confusion is inevitable. Officials at the
Treasury Department are working to
get the program set up and to ac-
quaint themselves with the nuances of
the insurance industry. As an exam-
ple, the act is not completely clear on
exactly which policies it covers. Is a
Farm written on a Farm Fire form or
a Dwelling Fire policy covering six
rental units a “commercial risk?”

In the long term, there are two ma-
jor issues that need to be addressed:

¢ The act sunsets in 2005. However,
it is unlikely that we will have rid the
world of Al-Qaeda and their like by
then, and it is difficult to see how the
insurance industry can fill a $100 bil-
lion coverage gap at affordable rates,
even if it were possible to reliably
price and quantify the exposure.

* The act fails to address the issue of
terrorist exposure on Personal Lines poli-
cies, except for a requirement for the
Secretary of the Treasury to report to
Congress on the subject by August 26.

Just because the last attack targeted
a large commercial building, there is no
guarantee that the next one will. There
is a serious exposure to NBC losses in
personal lines, as evidenced by the fact
that in Great Britain, Household
(Homeowners) policies provide no cov-
erage for NBC losses, despite the fact
that rates are largely unregulated.

As was the case in commercial lines,
U.S. insurers are collecting little or no
premium and have little or no reinsur-
ance coverage to back them up for per-
sonal lines terrorism losses, in either
property or automobile physical dam-
age. Let’s hope that our government
wakes up to this problem before we re-
visit the lesson we learned so painfully
when the warning of Hurricane Hugo
was ignored and the industry got blind-
sided by Hurricane Andrew.
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