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THE NEED TO EXTEND THE
TERRORISM RISK INSURANCE ACT

Monday, March 5, 2007

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
INSURANCE, AND GOVERNMENT
SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in the
City Council Chambers, New York City Hall, 131 Duane Street,
New York, New York, Hon. Gary Ackerman [member of the sub-
committee] presiding.

Present: Representatives Ackerman, McCarthy, Velazquez, Bean,
Sires, Perlmutter, Murphy; Pryce, King, and Garrett.

Also present: Representatives Maloney, Crowley, Weiner, Israel,
and Fossella.

Mr. ACKERMAN. [presiding] I would like to call the subcommittee
to order, and to welcome the members of the Capital Markets, In-
surance, and Government Sponsored Enterprises Subcommittee to
New York City. I would also like to thank our many distinguished
witnesses, who will be introduced publicly shortly, for taking time
out of their busy schedules to appear at our hearing on a very crit-
ical topic: “The Need to Extend the Terrorism Risk Insurance Act,”
also known as TRIA.

I would like to take a moment at the outset to indicate that the
chairman of the full committee is Congressman Barney Frank, and
that the chairman of this subcommittee is Paul Kanjorski, who is
unable to join us this morning due to an unexpected conflict, which
brings me to the chair. I am Gary Ackerman, and I represent the
Fifth District of New York.

On behalf of the subcommittee, I would like to express our grati-
tude to Chairman Kanjorski for arranging this important field
hearing today, and for his strong support and his stewardship of
a fair and comprehensive reauthorization of TRIA.

I would also like to thank the New York City Council and Speak-
er Christine Quinn for allowing the subcommittee the use of their
beautiful chamber this morning, and we are happy to have our
landlady with us today, at least for this part of City Hall, the dis-
tinguished Madam Speaker, and we are getting used to saying
Madam Speaker, with us; and for those of our colleagues who find
it sometimes difficult to deal with a bunch of irascible New Yorkers
down in Washington, imagine what it is like to deal with a cham-
ber full of them.

o))
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So if I can ask and recognize the Speaker, Madam Speaker.

Ms. QUINN. Thank you very much, Chairman Ackerman, and we
would like to think we set a trend here in the New York City Coun-
cil as it relates to Madam Speakers.

Just for the record, when you said beautiful chamber, what you
really meant was beautiful chamber in need of a face lift and a
clean-up job, and I know that the Mayor agrees with that senti-
ment in full. He and I will be discussing that later. If anyone trips
over anything or feels plaster on their head, please feel free to
mention it to the Mayor on the way out. If you visit his side, it is
much nicer, but we are working as a team on this matter.

Seriously, I want to very much thank everyone on the sub-
committee for being here today, and to thank Chairman Ackerman
for holding this hearing here today. We were very, very excited and
so happy to open up the chamber to the Congressional sub-
committee, because, obviously, the renewal of TRIA is central and
critically important to all of us in New York City, and we wish it
wasn’t so relevant that this hearing happened in Lower Manhat-
tan, but it is, and we were very grateful that all of you saw fit to
use our chambers to have this hearing, which I hope sends a clear
and strong message about the need to renew this Act in a fair and
comprehensive way.

So I want to thank you for reaching out to us, and to say that
our chambers are always open to this subcommittee or any other
Congressional subcommittee that wishes to use them. We are very
excited about all of the opportunities that lie ahead for the Con-
gress and the City of New York to strengthen our connection and
%eepen the commitment of the Federal Government to New York

ity.

I know today’s hearing, particularly with the witnesses you have
today, Mr. Dinallo, our great Mayor, our great senior Senator, will
help in that effort of strengthening the connection between Con-
gress and the City of New York, and just urge everyone that we
really move as quickly and thoroughly as we can to make sure that
TRIA is renewed. It is central to our ability to move forward and
fully complete the recovery that we have begun and sought so
hard—worked so hard on since September 11th. So thank you all
for being here, and again you are welcome to always come back,
and thank you for thinking of using the City Council’s chambers.

Mr. ACKERMAN. Thank you very much, Madam Speaker. I hope
nobody trips in the room. If anybody is concerned, maybe we can
find somebody who might be willing to provide some insurance.

New York City is indeed the ideal setting for the hearing of this
subcommittee on this topic, New York City being originally the
home of the Congress, and it was not unusual for Congress to have
meetings and committee meetings here, because that was the only
place we had them.

In addition to the enormous loss of human life on September
11th, the value of which cannot be measured, the terrorist attacks
on that infamous day caused catastrophic economic losses to this
City and to our Nation as a whole. The attacks of 9/11 resulted in
$30 billion of insured losses, the largest catastrophic insurance loss
in the history of the United States, larger than any tornado, bliz-
zard, or hurricane.
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As a result, insurers and reinsurers began to worry about the
likelihood and the cost of a future terrorist attack. Worrying about
risk and then monetizing that risk is the key to the insurance in-
dustry, which itself is an essential element in a modern, dynamic
economy. As businesses with legitimate concerns about their sol-
vency, insurance and reinsurance firms started to withdraw from
the City of New York’s market.

As the supply of terrorism insurance rapidly decreased, New
York City developers, who were required to be insured against ter-
rorism, were put in a very precarious position; they needed ter-
rorism insurance to avoid defaulting on their loans, but the market
for insurance, quite simply, didn’t have enough capacity to meet
their demand. Similar shortages began occurring throughout the
country. In simple terms, in this case there was a market failure.

It was out of this dilemma and the critical need to address it that
the original version of TRIA was born. TRIA increased the avail-
ability of terrorism insurance coverage by creating a Federal back-
stop that would share the burden of losses caused by any future
act of terrorism with the insurance industry.

In the wake of 9/11, we had hoped that a temporary, 3-year pro-
gram would provide enough of a shield to allow the market to fully
recover. By late 2005, however, the Financial Services Committee
and others in the Congress realized that TRIA had not resulted in
as quick or as robust a recovery as was initially hoped. TRIA was
extended for an additional 2 years, and is currently set to expire
on December 31st of this year.

Failure to extend TRIA would itself be a disaster. It would cer-
tainly result in the destabilization of the insurance industry and,
in all likelihood, the national economy. Every type of large scale
enterprise, and small, would be at risk, and the threat to our na-
tional economic health would be immense. Congress has no greater
domestic obligation than to ensure the safety of the American peo-
ple, and this obligation extends to both acts of terrorism and to
foreseeable and preventable economic turmoil.

It is my view, and the view of many within the financial services
industry, that a long term extension is necessary. It is a cliche, but
9/11 did indeed change everything. The real increased potential for
terrorists to commit not just a heinous but a catastrophic act will
continue to influence the market’s assessment of risk for years.

In the new world in which we live, nuclear, biological, chemical,
and radioactive or NBCR coverage must be included in the TRIA
program. The Government Accountability Office report in Sep-
tember 2006 found that “any purely market driven expansion of
coverage for NBCR is highly unlikely in the foreseeable future.”

A study simultaneously undertaken by the President’s Working
Group came to the same conclusion. Without a significant market
expansion for NBCR coverage, the Federal Government must step
in and provide coverage.

There is a debate as to how long the reauthorization period
should be; whether the trigger, deductible, recoupment, or co-pay-
ment levels of existing authorization should be amended; and
whether group life insurance provisions should be added to TRIA’s
framework. I hope that some of the witnesses who appear before
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the subcommittee today will address these specific, contentious
areas.

There are many different perspectives on these questions and
many different interests and equities that are at stake. This sub-
committee hearing is just the first step in what will be a long but,
I hope, successful journey toward TRIA reauthorization.

We hope to travel down that long road very quickly. Beginning
our work here in New York City shows how serious the Financial
Services Committee and the Congress are about this vital question
to our economy. And now let’s get down to business, as we say in
New York.

We are going to hear from the ranking member of this sub-
committee, the very distinguished Honorable Deborah Pryce.

Ms. PRYCE. Thank you so much. I appreciate the opportunity to
be here and the gracious way that New York City has hosted us
since we got into town. Thank you all. What a great place to con-
tinue this discussion in the new Congress.

After the brutal terrorist attacks of 9/11, America’s economy and
financial security was certainly at risk. Thousands of innocent peo-
ple were victimized, and the financial markets were threatened by
the largest catastrophic loss in our Nation’s history.

Along with the incomprehensible devastation and the loss of life,
New York jobs and economic growth were jeopardized by a crip-
pling of the insurance marketplace. The President immediately
called on Congress to pass legislation that would prevent economic
destabilization caused by a lack of available terrorism insurance,
and the House Financial Services Committee sprang into action,
produced a bipartisan solution, and established the framework for
the current terrorism insurance program.

According to reports by the Treasury Department, the Govern-
ment Accountability Office, and others, TRIA has been a great suc-
cess, providing American consumers with the protection against
terrorist attacks and continued availability of insurance to protect
our economy everywhere.

Since its enactment, the insurance market has become healthier
than ever. Insurers have regained lost surplus, diversified risks,
and developed increasingly sophisticated terrorism loss modeling.
Reinsurance availability for terrorism coverage has also grown,
with some recent estimates of $6- to $8 billion available for specific
reinsurance, growing by $1- to $2 billion per year.

The private insurance marketplace is also able to manage an in-
creasing level of exposure, and with the right combination of TRIA
reforms such as tax reserving and regulatory reform, the terrorism
insurance marketplace will continue to strengthen and expand.

I have caucused with my Republican colleagues on the com-
mittee, and we are committed to extending TRIA this year. I co-
sponsored the House TRIA extension bill last year, which included
language creating a commission on terrorism risk insurance that
was explicitly directed to report back to Congress with specific rec-
ommendations for a long term program with the appropriate re-
forms.

Unfortunately, this commission and several other critical reforms
in the House bill were not ultimately adopted, leading members on
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both sides of the aisle to comment that we are merely kicking the
can down the road.

Some of the specific reforms that were included in the bipartisan
bill that passed overwhelmingly in the committee and in the House
last Congress included a number of regulatory reforms, such as
streamlining of the surplus lines market, a more efficient speed-to-
market review of policy forums, more competitive freedom for so-
phisticated commercial consumers, and encouraged use by all State
regulators of a nationwide single point filing approval system to
bring better insurance products to consumers.

The bill also removed the tax penalty on long term terrorism re-
serves to enable insurers to grow dedicated terrorism surplus that
would help maintain the stability of the marketplace, if another
event occurred.

While the bill increased the responsibility of insurers to manage
risk over time with slowly increasing retentions, it also included a
reset mechanism to bring the private exposure back down below its
current level, if terrorist losses began to accumulate.

The current TRIA program has no reset mechanism and does not
aggregate losses from multiple attacks, meaning that we are back
to square one if the terrorists return, with insurance pulling out of
the marketplace once again.

Perhaps most importantly, our bill last year created a market for
nuclear, biological, chemical, and radiological terrorism losses, with
a separate silo, granting a more generous Federal backstop. I really
think that is important as we consider this bill.

So let’s quit kicking the can and get the job done. We need to
include appropriate reforms and make appropriate adjustments to
the program, make it more dynamic to allow the Federal safety net
to contract or expand over time, as the terrorist threat evolves.

Once again, I want to thank my New York colleagues for
chairing this hearing and for planning it. There is no more appro-
priate place than Lower Manhattan to begin this discussion. We
will continue to do our part as a committee. This is one of the most
important issues facing our Nation. Thank you.

Mr. ACKERMAN. I thank the distinguished ranking member. We
will try to conduct as efficient and expeditious a hearing as is pos-
sible. We have two great panels, and we have a lot of members
present.

After discussions with the ranking member, we are going to limit
opening statements of members of the subcommittee. We will try
to keep this to 8 minutes on the minority side and 8 minutes on
the Democratic side, rather than just go back and forth, because
we seem to outnumber you, if not in quality, certainly in quantity.
But we will yield you as much time as we have, so that you might
divide that among yourselves.

We will ask members on our side, those who wish to make open-
ing statements, to limit them to 1 minute, and encourage anybody
who would consider passing on an opening statement to do that in
the interest of saving time; and to call the attention to members
of the media or the public, there are some members and some wit-
nesses who have their opening statements or remarks in packets
that are in the back of the room on your right, our left.



6

Without objection, all opening statements will be made a part of
the record.

Now the first of our two distinguished panels that we will hear
from are seated. We will begin with opening statements by mem-
bers. You may pass, if you like. You are greatly encouraged to do
that. I intended to repeat myself.

First, the distinguished gentlewoman from Long Island, Carolyn
McCarthy.

Ms. McCARTHY. Thank you, Mr. Chairman, and I will be very
brief. I just want to remind everyone, even though we are having
this hearing in New York, and certainly a number of us have been
down to where the Twin Towers were, this is a Federal issue; be-
cause what we have learned on 9/11, as far as the insurance and,
certainly, for the economy, not just for New York, but it is for all
of the Nation, and that is why we on the Federal level need to
make sure we get this done.

With that, I yield back the balance of my time.

Mr. ACKERMAN. Thank you, very much. We will next go to Rep-
resentative Nydia Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman. I am going to make
this very easy; I ask unanimous consent for my entire opening
statement to be entered into the record.

Mr. ACKERMAN. Without objection.

The representative from Long Island, Peter King, the former
Chair and now ranking member of the Homeland Security Com-
mittee of the House and a former member of this committee.

Mr. KING. And a current member.

Mr. ACKERMAN. And you have returned.

Mr. KING. Returned.

Mr. ACKERMAN. We have noticed.

Mr. KING. Being in the minority does wonders for you—for me.

Thank you, Mr. Chairman, and Ranking Member Pryce. It is a
privilege to be here today. I am proud to be a member of this com-
mittee, because it is addressing such serious issues as terrorism
risk insurance and its extension in a bipartisan manner. It is es-
sential that we go forward.

This is really a confluence of homeland security, national secu-
rity, and economic stability. New York has made extraordinary re-
covery from September 11th because of the leadership of its offi-
cials, including, of course, Mayor Bloomberg, who is here today, but
also because of the assistance it did receive from the Federal Gov-
ernment, and it is absolutely essential that assistance be continued
with the terrorism risk insurance.

I look forward to the hearing. I look forward, as Congresswoman
Pryce said, to getting this resolved so we can resolve this once and
for all. With that, I yield back the balance of my time.

Mr. ACKERMAN. Thank you, very much. Next, the distinguished
Representative Melissa Bean of Illinois.

Ms. BEAN. Thank you, Mr. Chairman. I will pass on an opening
statement. I am just to honored to be here, and I look forward to
hearing the testimony. Coming from Illinois, I just want to reit-
erate that this is important legislation for the entire Nation, not
just New York. Thank you.
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Mr. ACKERMAN. A recent addition to our delegation from New
Jersey, Representative Albio Sires.

Mr. SiRES. Thank you, Mr. Chairman. I will waive my comments,
but I would just like to say that this is a regional, as well as a Fed-
eral approach. So thank you very much, Mr. Chairman.

Mr. ACKERMAN. Thank you, very much. From Connecticut, new
member Chris Murphy.

Mr. MurpHY. Thank you, Mr. Chairman, and thanks to the sub-
committee and to the hospitality of the New York delegation for
having us all here from Connecticut, only about an hour away. I
associate myself with the remarks of Mr. Sires, that this is a na-
tional issue, a regional issue and, obviously, an issue of particular
importance to the City we sit in today, and I thank the members
for being so gracious to allow us to be here.

Mr. ACKERMAN. The distinguished representative from New Jer-
sey, Scott Garrett.

Mr. GARRETT. Thank you, Mr. Chairman, and I thank the rank-
ing member as well. I join Albio as a member from the other side
of the river where we live in the shadows of the Twin Towers, and
a number of our constituents worked and died and suffered
through the tragedies here.

The point that we are discussing today, TRIA obviously was a
necessary element at the time, and it has worked. It was not at the
time intended to be a permanent fix, but it did stabilize the mar-
ket. It has been successful, and the President’s Working Group,
after our re-fix to TRIA, has found that, despite what some people
thought at the time, scaling back some of the indicators, as the
ranking member indicated, has to continue to work. Insurers have
got into the market, and I think our job here is to see what we can
do to potentially scale down the market—scale down the program
even further, so that there is still a successful program.

Thank you. I yield back.

Mr. ACKERMAN. Thank you. Now the distinguished additional
member from New York, someone who has worked long and hard
on this issue, Carolyn Maloney.

Ms. MALONEY. Thank you, Mr. Chairman. Some of the members
of the committee began our day by touring the site at Ground Zero,
and we are making progress, but the engineers made clear that we
need at least 15 years of extension in order to get the financing in
place to continue the building of the Freedom Tower and all the
other aspects, the pools and so forth, at Ground Zero.

I want to thank all of my colleagues for supporting New York
during our time of need with $20 billion, but I have to say that an
important part of our national security, our homeland security, is
our economic security; and there is no more urgent link in our eco-
nomic security than putting TRIA in place.

We are much better off as a Nation having a plan in place, in
case, God forbid, we are attacked again, so that we can quickly re-
spond. Many people come up to me, and they think that TRIA is
for insurers, and I want to make clear to the audience, my col-
leagues and the residents of New York and across this country that
the purpose of TRIA is not to protect insurers.
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The purpose is to make sure that our economy, our national
economy, can respond in an orderly fashion in the event that we
have a tragic occurrence.

So I want to thank Chairman Barney Frank, Representative
Paul Kanjorski, Ranking Member Pryce, and Representative Gary
Ackerman from the committee for coming to New York to see first-
hand, to hear from our Mayor, our Governor’s representative, the
Superintendent of Insurance, Mr. Dinallo, our Senator who fights
on this. We thank all of you for being here, and thank you, Mr.
Mayor, for hosting us so beautifully last night. Thank you.

Mr. AcCKERMAN. The distinguished representative from New
York, representing Staten Island and Brooklyn, Vito Fossella.

Mr. FOssSELLA. I have nothing to add.

Mr. ACKERMAN. You have set the record.

All members of the subcommittee having had the opportunity to
make opening statements, we will turn now to three other Mem-
bers of the Congress who—oh, I'm sorry. They put you out of order
here. The distinguished gentleman from Colorado, the person com-
ing the longest distance to be with us today, Ed Perlmutter.

Mr. PERLMUTTER. Thanks, and Mr. Chairman, I know you
skipped me, because we now have the Democratic National Con-
vention in Denver, and that is why you wanted to overlook me. It
is not here in New York. But I do want to say thank you for the
hospitality we have been shown on this trip so far.

I have two questions I would like either committee members or
the panelists to answer. How much does this cost the Federal Gov-
ernment? If the actuaries can’t estimate how much this is going to
cost insurance companies, how much are we looking at as a back-
stop? The second question is: in 2005 why wasn’t this extended for
a greater period?

So if someone could answer that for me, I would appreciate it.
Thank you.

Mr. ACKERMAN. Thank you very much, and I greatly appreciate
your adding method to my madness in overlooking you.

Now the members of the subcommittee having had the oppor-
tunity and having done that in so expeditious a fashion, we will af-
ford a moment—a minute each to three other Members of Congress
who have blessed us with their presence today. First, Joe Crowley,
from Queens and the Bronx.

Mr. CROWLEY. Thank you, Mr. Chairman. It’s great to be able
to—

Mr. ACKERMAN. Former member of the committee.

Mr. CROWLEY. That is right. Thank you. And some have sug-
gested that I have gone to greener pastures. I don’t necessarily
think that is the case, but I appreciate serving on the Ways and
Means Committee.

Senator, good to see you, Commissioner and Mayor. Thank you
for participating in the hearing today.

As an original co-sponsor of the TRIA legislation in the House
and an original conferee—they never met, although my colleague,
Mr. Israel—I think it is incredibly important that we are holding
this hearing today and that we are taking this show on the road.
I think this is indicative of the new Congress as well. I don’t think
we would have been here in the last—we weren’t here in the last
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Congress and, had there not been a change, I don’t think we would
have been here in this Congress either. So thank you, Mr. Chair-
man.

Mr. ACKERMAN. Thank you, very much. The distinguished rep-
resentative of Brooklyn-Queens, with other desires, the distin-
guished gentleman, our colleague, Anthony Weiner.

Mr. WEINER. Thank you, Mr. Chairman, and I appreciate the
committee and the subcommittee meeting here today. You know,
the extension of terrorism insurance is not an abstract economic
issue. If TRIA is not extended, if terrorism insurance is not ex-
tended, banks will cease to provide loans, Ground Zero construction
will end, and frankly, what is likely to happen is the single great-
est engine for economic growth not only here in New York but
around the country, the growth of the real estate community, will
grind to a halt.

As uncomfortable as some of us are advocating on behalf of the
insurance industry, and mindful as we are that many insurers
have acted in a way that has been borderline irresponsible in the
way that they have resisted their commitments to rebuild parts of
Ground Zero, it is absolutely essential that we not only extend ter-
rorism insurance, but make this not a year-by-year contest on how
much fear we can put into the market that Congress won’t act.

It is an obligation, I think, on the part of the Nation as part of
its responsibilities for accepting a Federal role in the attacks of
September 11th, is to permanently extend terrorism insurance, and
I appreciate my colleagues being here to make that point.

Mr. ACKERMAN. Thank you, very much. Finally, the distin-
guished representative from Nassau and Suffolk Counties, a former
member of this committee where he worked very hard on this legis-
latiori, and abandoned us for the Appropriations Committee, Steve
Israel.

Mr. ISRAEL. Thank you, Mr. Chairman. I did have to leave the
Financial Services Committee to get on Appropriations. My heart
is still very much with this issue and with the committee. My wal-
let is with the Appropriations Committee, however, and I do very
much appreciate your including me in this hearing. I was one of
the original sponsors of TRIA in the last Congress and was named
to the conference that never met, and I look forward to continuing
to work with you and our colleagues on this committee, Mr. Chair-
man.

Mr. ACKERMAN. Thank you. This committee has now set a record
for the period of time in which members made opening statements,
and it is greatly appreciated, not just by the Chair but by the audi-
ence and the witnesses as well, I am sure.

Now to our first panel. The first witness is the distinguished sen-
ior Senator from the State of New York, Charles E. Schumer, most
recently a New York Times best selling author of the book, “Posi-
tively American.” I don’t know that copies of the book are in the
folders in the back, but if you have one, the Senator will be happy
to autograph it before you leave the chamber.

A former member of this committee when he served in the
House, Senator Schumer has moved on to bigger and maybe better
things, as he currently serves on the Senate Committee on Bank-
ing, Housing, and Urban Affairs where he is the chairman of the
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Subcommittee on Housing, Transportation, and Community Devel-
opment, the jurisdiction of which is, appropriately, urban develop-
ment.

We appreciate the Senator’s appearance here with us this morn-
ing, and hope he will be able to share both New York’s and the
Senate Banking Committee’s perspective on the need for terrorism
risk insurance.

Senator.

STATEMENT OF THE HONORABLE CHARLES E. SCHUMER, A
UNITED STATES SENATOR FROM THE STATE OF NEW YORK

Senator SCHUMER. Well, thank you, Mr. Chairman. It is great to
be here. It is great to see you running this show with such preci-
sion and alacrity. It is a record. I did serve 18 years on the com-
mittee. In fact, had I stayed in the House, I would be chairman of
the full committee right now, something that I am sure many of
my—

Mr. ACKERMAN. We appreciate the fact that you are in the Sen-
ate.

Senator SCHUMER. Yes, exactly. I was going to say, something
that my colleagues here would have very mixed opinions about, as
you just showed, but you really ran it well.

I am also glad to be here in the City Council Chambers, and
hope we can avoid any terrorism of the falling plaster that might
occur as well. But I thank you all for being here, and I want to
thank particularly my colleagues from New York for being here, for
demonstrating what an important hearing this is; because let me
just say that this issue was a quiet issue, but it is an issue that
is extremely important to New York.

It is one of the top three or four issues that will face us in this
session of Congress in terms of its effect on New York. It is of crit-
ical importance not only to New York, but as Congresswoman Bean
brought out, and others, it affects the whole country. It affects any
large target, whether it is in New York or outside of New York, and
it is really vital to us.

So let’s get straight to the point. Congress must act quickly to
extend TRIA. It should extend it permanently, and if permanency
is not possible, we should extend it for at least 15 years. That is
how important this legislation is for us.

We still live in the shadow of 9/11, and it is quite natural for in-
surance companies, who calculate risk, to look at the worst possible
things that could happen and then measure how much insurance
they will provide and at what price.

If you think that this is not a danger, as some of my colleagues
in Washington sometimes think, look at what just happened with
the hurricane. Not only are many insurance companies pulling out
of Florida unless they get some kind of permanent Federal back-
up, but as I am sure Congresswoman McCarthy and Congressman
Israel can testify, they are pulling out of Long Island, in the remote
eventuality that a Level 3, 4, or 5 hurricane would hit Long Island.

Well, if insurance companies won’t write insurance for hurri-
canes, imagine their view of, God forbid, a terrible terrorist attack
which would create much more loss of life, and much more property
damage.
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So it is almost without doubt that, if we did not have terrorism
insurance, one of two things would happen. Either insurance com-
panies would not write insurance here at all in New York and in
other large cities, and perhaps for other large enterprises like a
Disney World or a Rose Bowl, and construction here in our City
and in the country for large projects would come to a grinding halt.

The insurance business is not supposed to be an eleemosynary
business. That is how the free enterprise system works, and yet we
have to look at the consequences of them looking at their bottom
line. Their bottom line would affect our American bottom line, and
that is that tens of billions of dollars of projects, hundreds of bil-
lions of dollars of economic activity would be gone if we didn’t have
terrorism insurance.

Maybe one day the fear of terrorism will be gone. That day is not
today, and it is not 2 years from now or 5 years from now. Just
last week we debated on the Floor of the Senate the ability to scan
cargo ships so that, God forbid, a nuclear device wouldn’t be placed
in one of those ships and exploded in one of our large cities.

If the Congress is debating that issue as a real possibility and
debating hundreds of millions of dollars that should be spent on it,
how can we say that terrorism is not a worry; and given what we
have seen the insurance companies do even when a hurricane oc-
curs, how can we say that they will continue to write insurance
here.

Even if they were to write insurance, it would be at such a high
price and on such a limited basis that economic activity would slow
down dramatically, and millions, not tens of thousands, not hun-
dreds of thousands, but millions of people would suffer.

So I think there is very little doubt that we must extend ter-
rorism insurance. We had trouble extending it in the last few
years, because there were ideologues, basically, who said—they
didn’t look at the facts, and they said we don’t want the govern-
ment doing anything. The very same ideologues, when it comes to
some kind of insurance for something in their communities, are
often for it. But now we have a new Senate, and I can tell you, Mr.
Chairman, in reference to your request, that the Senate Banking
Committee is going to look very favorably on a long extension of
terrorism insurance, if not permanency, and I know that the House
under your leadership, Congressman Kanjorski, Chairman Frank is
looking at the same thing. I have talked to all of them about it.

So let me make three points that we ought to be aware of as we
do it. First, as I said, the extension should be permanent and, if
we can’t get permanency, a minimum of 15 years. Why? If you do
it a year at a time, every year at this time projects slow down.
Someone planning to build something will say, well, there won’t be
terrorism insurance after December, so I better not build it.

As we see some of our leaders in the real estate industry here
in New York, they can tell you, the closer we get to the expiration
date, the fewer new projects are planned, the fewer move forward,
and to go through this fear pattern every year at great detriment
to our economy makes no sense, when at the end of the day we ex-
tend it. So let’s just bite the bullet and do it once and for all.

Second, we should provide the availability of nuclear, biological,
chemical, and radiological coverage. I don’t know why one is dif-
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ferent than the other. These kinds of catastrophes, which could be-
fall New York or any other large project, large agglomeration of
people, will frighten away insurers just like an explosion would or
any other kind of terrorism, and to not include them makes no
sense whatsoever—makes no sense.

I don’t know why we make a division. An insurer doesn’t look at
how you are killed or how the property is destroyed. They just look
at how much, and these are the kinds of things that could frighten
insurers away.

Third, we must ensure that there is sufficient insurance capacity
for densely developed areas perceived as high risk. Without doing
so, we could still be at risk of market disruptions because of a
shortage of insurance under the program, and we have missed the
whole reason why the program was created.

According to one insurance company, Aon, even with the current
TRIA extension in place, there is currently less than $750 million
worth of coverage in the entire Lower Manhattan market. This is
troubling as we work to rebuild the World Trade Center and the
rest of Lower Manhattan. In fact, the lack of this provision in our
terrorism insurance law could greatly slow down the redevelop-
ment of Ground Zero and the re-burgeoning as is happening of
Lower Manhattan.

Finally, we should move quickly. Fourth, we should not wait
until December 1st or December 15th to do this, because there is
a December 31st deadline. Let’s get it done now. Let’s let people
go ahead, plan their projects, insure their projects, and then move
forward and employ people and build these projects.

So in sum: first, permanency or at least 15 years; second, inclu-
sion of nuclear, biological, chemical, and radiological coverage;
third, sufficient capacity for densely developed areas that are high
risk; and fourth, let’s do it quickly.

Thank you, Mr. Chairman. I very much appreciate the committee
coming to New York, which is the number one place affected by the
lack or the halting nature of terrorism insurance, and look forward
to working with your committee to get something done and get
something done right, once and for all, on terrorism insurance.

Mr. ACKERMAN. Thank you, Senator, and thank you for your
statement.

We will next turn to the gentleman in the middle of the panel,
as he is in the center of everything that is good about New York,
Mayor Michael R. Bloomberg.

The 108th Mayor of the City of New York, Mayor Bloomberg
brings a unique perspective to our hearing this morning. Aside
from his role as Chief Executive of New York City, Mayor
Bloomberg’s well documented background in the financial services
industry makes him a most knowledgeable witness.

In 1982, well before his election as Mayor of the City, Mayor
Bloomberg’s financial information company, Bloomberg LP, revolu-
tionized the way that Wall Street does business.

The subcommittee very much looks forward to hearing Mayor
Bloomberg’s extensive expertise in this area, and we are extremely
fortunate that he is here with us this morning. We thank him for
taking time to appear with us, for hosting us at dinner at the man-
sion last night, and for setting a national standard for how to get
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along without partisanship in governance. Thank you, Mr. Mayor.
We are happy to hear from you.

STATEMENT OF THE HONORABLE MICHAEL R. BLOOMBERG,
MAYOR OF NEW YORK CITY

Mr. BLOOMBERG. Chairman Ackerman, Ranking Member Pryce,
and distinguished members of the committee, good morning. It is
my pleasure to be here with Senator Schumer and Superintendent
Dinallo, and thank you for inviting me to testify.

Congressman Ackerman, let me first do some housekeeping here.
Number one, for the record, the ceiling at this end of City Hall is
no worse than the ceiling at the other end of City Hall, and it is
functional and safe.

Number two, Senator Schumer’s book and my book are both
available on Amazon. We are not giving free copies away in the
back. At least, I am not giving any free copies of mine away.

Third, your opening statement where you promised an equal
amount of time to both parties—I must warn you, it smacks of true
bipartisanship, and if I were you, I would be very careful. You will
win a lot of points with me on that, but whether from anybody else,
I don’t know.

Anyway, as Mayor let me also welcome all of you to New York.
During your brief visit here, I think you will discover a city that
really is facing its future with confidence. If you remember the
days after 9/11, there were a lot of people who predicted the worst
for New York. They were convinced that businesses were about to
flee, our economy would tank and never recover, and crime would
once again return to our streets.

Instead, I think it is fair to say exactly the opposite has hap-
pened. Over the past 5 years, we have made the safest big city in
the Nation even safer, and we have brought our economy back
stronger than ever, and certainly stronger than anybody had ex-
pected. Last year, unemployment in our city hit an all-time low,
and now we are in the midst of one of the biggest construction
booms since the end of World War II.

Protecting New York against terrorism has been a critical part
of keeping the City strong, safe, and attractive to businesses. The
NYPD has built an intelligence and counterterrorism operation
that monitors and responds to threats worldwide as they arise, and
I think it is fair to say also, they are recognized as models for local
law enforcement around the Nation.

We are determined to prevent another attack, and we are spar-
ing no expense. For instance, in this year’s executive budget, I have
proposed an initial investment of $15 million in the Lower Manhat-
tan Security Initiative, which will help safeguard our bridges, tun-
nels, and other infrastructure downtown.

But should the worst happen, we must also be fully prepared to
minimize the impact on our 8.2 million citizens, as well as on the
millions of commuters and tourists who come here every day, prin-
cipally from outside of New York City and New York State and
from the great States of New Jersey and Connecticut.

This preparation includes not only strengthening rescue and re-
covery operations, but also taking preventive steps to stabilize the
City’s economy in the event of an attack. The Federal Govern-
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ment’s leadership in enhancing the availability of commercial in-
surance has been, and must remain, a crucial part of this strategy.

After 9/11, Congress did a great service to our Nation by quickly
passing the Terrorism Risk Insurance Act, or TRIA, which requires
insurers to provide coverage against terrorism but caps their total
liability, with the Department of Treasury responsible for claims
exceeding that ceiling.

This legislation, which was temporarily extended in 2005, is set
to expire once again at the end of this year, and with no foresee-
able end to the terrorist threats against our Nation, it is impera-
tive that Congress not only renew TRIA but ensures that it is in
place indefinitely.

It is up to the Federal Government to continue bearing this re-
sponsibility for the simple reason that commercial insurers neither
have the ability nor the capacity to provide the full level of desired
terrorism coverage.

The numerous factors at play, including the weapons, the meth-
ods, the targets and the timing of our enemies, are just far too dif-
ficult to predict, and if insurers can’t estimate the risk, they simply
can’t price their product. That means that either they won't sell in-
surance to many businesses in New York or they will sell it, but
only at prohibitively high prices.

Some might say that TRIA is a subsidy to successful developers
and insurers, but that is not true. This is about government cor-
recting a serious market failure caused by the threat of terrorism.

Without a doubt, the Federal Government’s terrorism insurance
program has been a critical part of New York City’s revival and is
giving businesses the confidence to move forward with exciting new
projects. At the Atlantic Yards in downtown Brooklyn, for instance,
we are moving ahead on a dynamic commercial and residential de-
velopment featuring the future home of the Brooklyn Nets, de-
signed by Frank Gehry.

In Long Island City in Queens, we are sowing the seeds of a
major new central business district which will complement Mid-
town and Lower Manhattan. On Manhattan’s Far West Side, we
are extending the subway line and transforming an old industrial
zone into a vibrant new neighborhood, and here in Manhattan, new
office towers and cultural centers are rising, as well as almost $10
billion worth of mass transit projects.

In total, these projects and developments will create hundreds of
thousands of new jobs and up to 46 million square feet of new com-
mercial space, as well as producing more than $10 billion in addi-
tional property tax revenue for New York City each year. Their im-
portance to our economy can’t be overstated, but without terrorism
risk insurance, none of them would ever get off the ground, and if
projects like this are put in jeopardy, so will the future of our City,
the global financial leader of America.

The demand for terrorism insurance is clear, and the demand is
urgent. Although the current program does not expire until Decem-
ber 31st, the insurance industry writes and renews its commercial
properties policies many months in advance, meaning we need to
reauthorize this vital legislation now, and I have come here today
to pledge to do whatever it takes to get that done.
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Before closing, I want to raise two additional issues that must be
addressed before the Terrorism Risk Insurance Act is renewed.
First, this Federal program needs to eliminate its distinction be-
tween international and domestic terrorism.

Currently, TRIA only covers an act of terrorism that is com-
mitted on behalf of a foreign person or interest. However, this dis-
tinction could be a very difficult one to discern if a domestic group
contains at least one member from another country or maintains
everlld minimal contact with other terrorism groups around the
world.

For instance, an attack like the one committed by homegrown ex-
tremists on London’s mass transit system in 2005, if duplicated
here, would not be covered by TRIA, and that just makes no sense
whatsoever. As long as TRIA excludes acts of domestic terrorism,
every business and commercial enterprise continues to be at risk
of suffering catastrophic financial losses.

We are in this world together. The world, by Tom Friedman’s
definition, is flat. There is no unit of any part of government or so-
ciety that doesn’t act internationally in this day and age. We just
could not make that distinction between domestic and foreign ter-
rorism.

My second concern is the lack of insurance coverage for what
would be some of the most frightening weapons of mass destruc-
tion. TRIA currently protects consumers against events involving
conventional explosives and the use of airplanes to cause wide-
spread damage, but there is no protection against a potentially
moi"{e destructive chemical, biological, radiological, or nuclear at-
tack.

By definition, commercial insurance is designed to provide peace
of mind, so it is important that any Federal terrorism insurance
program is a comprehensive one that addresses all major threats.

We must not only be prepared for yesterday’s attacks. The 9/11
Commission has statedthat the failure of preventing 9/11 was a
failure of imagination. We need to be prepared for every possible
attack, and not just the ones that have already happened.

I appreciate the chance to be with you here today. Hopefully, this
hearing will move us closer to ensuring the long-term and afford-
able solution that our economy needs to continue this growth.

Let me add one other thing. I talk about New York, because 1
am the Mayor of New York City, but this is an issue for the coun-
try. This is an issue for the big cities that are likely to be attacked
across this country, whether it is Chicago or Hartford, whether it
is L.A. or Atlanta, whether it is Miami or Dallas.

You can go around this country. There are big cities everyplace.
Some of them are more at risk from international terrorism be-
cause they represent to overseas people what America stands for.
They are our symbols. Our skylines matter to them.

Some of them are targets for domestic problems, domestic ter-
rorism, because that is where the domestic terrorists live and may
find things that they don’t like and that they want to protest
against. This is something not just for New York; this is something
for America.

Thank you for your time.

Mr. ACKERMAN. Thank you very much, Mr. Mayor.
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We will next hear from acting superintendent Eric R. Dinallo,
who has been nominated by Governor Elliott Spitzer to be the 39th
superintendent of the New York State Insurance Department.
Pending the New York State Senate’s confirmation, he serves as
the Department’s acting superintendent.

Acting Superintendent Dinallo has previously served as the gen-
eral counsel for Willis Group Holdings, the third largest insurance
broker in the world, and managing director and global head of reg-
ulatory affairs for Morgan Stanley.

We are pleased to have him with us this morning and look for-
ward to hearing his testimony.

STATEMENT OF ERIC R. DINALLO, ACTING SUPERINTENDENT,
NEW YORK STATE INSURANCE DEPARTMENT

Mr. DINALLO. Thank you, Chairman Ackerman, Representative
Pryce, and members of the committee. Thank you for inviting me
to testify here today, and for the opportunity to share some of my
thoughts with you on this important topic.

I am the acting superintendent for New York State, and having
only been in the office for 5 or 6 weeks, the “acting” is pretty well
applied right now. So if I can’t answer all of your questions, I
apologize, but I can guarantee you that the staff of the Depart-
ment—which is a fantastic staff, with an incredible depth of knowl-
edge—is there to help you and to answer any of the questions that
you may have, if I am unable to do so today.

A lot of the discussion that we have heard so far has made a con-
vincing case that the threat of terrorism is still real, that although
it is a threat to the entire country, it is especially an issue here
in New York, and that here in New York, TRIA’s renewal is essen-
tial, but that is also true for the entire country. We need the na-
tional, long-term solution of TRIA.

I am here to make two main points and end with some of the
specific recommendations that you have asked to hear about. My
first point is that TRIA fixes the blind pricing problem. I will ex-
plain what I mean by that in a minute, but I think it has been suc-
cessful, because it fixes what I call the blind pricing problem.

The role of insurance is to permit us to share or pool our risks.
The industry has developed very sophisticated models to do this,
but they rely on maximal information and data. The problem with
terrorism, of course, is that it is very unpredictable and has ex-
treme costs associated with it. Insurers set prices by looking at ex-
perience, and predicting future size and frequency, but they lack
such information for terrorist attacks.

Normally, insurers use curves of possible losses. The mean or av-
erage tells them how much to charge to cover possible losses and
still make a fair rate of return. Terrorism has a very, very long
tail, in statistical speak, with a small number of events that have
huge possible costs. Without the backstop of TRIA, we are asking
underwriters to do what is commonly thought to be the most dif-
ficult for them; that is, to price blindly.

So the amount they would have to charge to cover all conceivable
outcomes becomes prohibitively expensive, and this is across the
board in asset management, all forms of underwriting, all forms of
insurance. People will tell you that the far end of the curve, which
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I hope to show you in a second, is what drives the bell shape and,
in fact, has a tremendous impact on the average pricing for all con-
sumers. So it is not just a subsidy for the industry, as some people
have affirmed, but it is also something that has a positive impact
on a pricing breakdown and fixes what is, I believe, a market fail-
ure.

If T could stand up, I could just show you this chart, if that is
okay, if I have the permission to stand.

Mr. ACKERMAN. Without objection.

Mr. DINALLO. I don’t want to alarm anybody.

I am just going to sketch a quick and simple bell shape curve
where you have the number of events on the y axis, and that is
zero events, and that is up to potentially infinite events.

Then here you have the dollar value of those events, from zero
to some amount, but in general underwriters and asset managers
can begin to price this, and the price of insurance is going to be
based on the average of having to cover the underside of the bell
shaped curve, and the dollars go this way, and the number of
events go that way.

Asbestos, for instance—if you changed the time at the bottom,
you would have it go out like this. But here is what it appears for
terrorism, and I want to show you on this chart how TRIA affects
the curve in a very positive way.

Here, you've got the likelihood of the loss on this axis, and you've
got the average policy loss under here, and it goes up on the x axis.
By engaging a TRIA, you have permitted the underwriters to take
away all of this as a pricing problem, and now they don’t have to
price this in the blind manner that I talked about before.

This, although it is a very small amount visually, is extremely
expensive, and the NBCR events that we have heard talked about,
some people think, could go as high as three-quarters of a trillion
dollars. That is way out here. That dramatically changes the aver-
age on this curve.

Current TRIA is set here at $27 billion. The World Trade Center
attack, depending on how you calculate it, is $30- $40 billion, and
it is appropriately placed in this quadrant, and the storms of 2005
would be $70 billion, about here.

When you put TRIA in place, you bring the mean, the expected
average loss without TRIA, from here back to here, because now
the underwriters can take this out, and they have certainty in the
pricing across here. That results not only in the help to society that
we have talked about but in a better rate of return for the under-
writers, because they can do it more accurately, but now they can
actually offer the insurance at a fair price to the consumers, be-
cause the average is brought down to a point that is affordable and
can be priced.

My second point is that TRIA is a form of a subsidy, but it does
not encourage what is commonly called a moral hazard or a moral
hazard conduct or uneconomic behavior.

People do have a healthy skepticism about subsidies, but fear the
government assistance will encourage bad behavior, and that is
what economists often call a moral hazard. That is not what is
going on here.
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I think that people living in dense cities, and New York City
being the center of the financial services for the world, are good
things that ought to be encouraged. TRIA, therefore, is not reward-
ing or encouraging any kind of a negative behavior, the very issue
you would often have with a government subsidy, but it is simply
permitting us to properly insure those who are living and engaging
in work in a manner we choose to protect and appropriately re-
ward.

Those two points, the blind pricing problem, and that TRIA does
not create a moral hazard, lead me to believe that TRIA is not
some unacceptable subsidy to the private sector. TRIA permits ra-
tional pricing and the fixing of a market failure. TRIA does not re-
place the private sector. It makes private sector involvement pos-
sible.

Okay. In conclusion, I would say that there are five specific rec-
ommendations for TRIA; three, we have already covered. We
shouldn’t be renewing it every 2 years. It is too disruptive to the
industry and the CEO’s I have talked to and the real estate indus-
try. We need a long-term solution, not a permanent solution.

Obviously, I agree that domestic terrorism should be covered. 1
don’t really see the reason for the disjunction. We should cover
NBCR.

The fourth point is that worker’s compensation is now covered
appropriately by TRIA because of concentration issues in the work-
place, and we should continue the workman’s compensation cov-
erage, but also with similar logic extend it to group life insurance,
where I think the same reasoning applies.

Finally, Congress should consider permitting tax deferred re-
serves by underwriters, because that is a way to increase the
amount industry can handle by itself. Otherwise, underwriters
often surplus out dividends or otherwise the amounts that are col-
lected at the end of each year, and I would think that permitting
tax deferred reserving would encourage industry to develop a dedi-
cated pool of capital for terrorism exposure.

Thank you, very much.

[The prepared statement of Mr. Dinallo can be found on page 61
of the appendix.]

Mr. ACKERMAN. Thank you, very much.

Unless anybody has a compelling question to ask of anybody on
this panel, the Chair would ask that you submit those questions in
writing so that we could get to the very distinguished second panel.
Does anybody have the need to ask a question of the Mayor or the
Commissioner—the Superintendent?

Seeing none, let me thank the distinguished panel for an excel-
lent, comprehensive presentation to us.

The Chair would ask the unanimous consent of the committee to
submit for the record at the end of the testimony and the question
period statements from the Independent Insurance Agents and
Brokers, the National Association of Professional Insurance Agen-
cies, and a paper from the Wharton Risk Center, as well as a paper
from the Risk Insurance Management Society, and an article from
Swiss Re. Seeing no objection.
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Our second panel this morning consists of industry experts as
well as individuals representing firms that will be directly affected
by the scope and period of extension of TRIA.

We will hear from all of the witnesses, and then we will open it
up to questions. Let me call the attention of this panel to the fact
that, when you hear the high pitched note, it is not my Uncle
Max’s hearing aid battery, but the indication that your 5 minutes
has expired. Your entire statements, without objection, will be
placed in the record, and we ask you to summarize within a 5-
minute time frame.

Mr. ACKERMAN. First, we will hear from Dr. Roger W. Ferguson,
who is the chair of Swiss Re America Holding Corporation and a
former Vice Chairman of the Board of Governors of the Federal Re-
serve System. Dr. Ferguson is one of the foremost experts in the
terrorism risk insurance field, and we are indeed very fortunate to
have him with us this morning. We look forward to his testimony
and thank him for appearing before the subcommittee at this field
hearing.

Dr. Ferguson.

STATEMENT OF ROGER W. FERGUSON, CHAIRMAN, SWISS RE
AMERICA HOLDING CORPORATION

Mr. FERGUSON. Thank you very much, and I wish to thank
Chairman Kanjorski and also Chairman Frank for holding this
hearing on the need to extend the Terrorism Risk Insurance Exten-
sion Act, which I think of as a very important and successful pub-
lic-private partnership.

As you indicated, my name is Roger Ferguson. I had a period of
time in public service, and now I am the chairman of Swiss Re
America Holding located here in Manhattan as well as Washington,
D.C.

TRIA may be analyzed from many different perspectives. As an
economist, I would like to share a few thoughts about why this
public-private partnership is critical to an important segment of
the U.S. economy.

My argument has three parts. First, terrorism does not have the
usual characteristics of an insurable risk. Second, industry capacity
is insufficient to handle the losses that would arise from a major
terrorist event. And third, the government has already created an
implicit backstop. From those three points, I conclude it is better
public policy to have an explicit Federal backstop for the terrorism
insurance market.

Competitive private markets generally lead to the most produc-
tive allocation of resources. Nonetheless, markets sometimes fail to
function efficiently, creating a waste of resources and a loss of eco-
nomic value. Terrorism insurance and reinsurance are businesses
prone to market failure, because terrorism risk is largely uninsur-
able for three reasons:

First, terrorism risk cannot be measured satisfactorily, because
terrorist events are willful acts undertaken by parties who wish to
confound those who study them.

Second, terrorists’ coordinated large scale attacks can cause loss
occurrences to be correlated over time and across business lines.
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Third, and finally, due to adverse selection, terrorism insurance
may become unaffordable in the major urban areas where the need
for coverage is greatest.

After 9/11 highlighted these dimensions of terrorism risk, its un-
predictability, its high correlation of loss occurrence, and the large
scale of potential losses, insurers withdrew from the market. In a
clear case of market failure, real estate projects, particularly those
in target areas such as New York, were delayed or canceled, be-
cause insurance could not be secured. This economic domino effect
ultimately resulted in the loss of jobs.

Aside from the fact that a terrorist event does not have the usual
characteristics of insurability, the potential scale of the risk makes
it difficult for the private sector to manage on its own. Although
the U.S. property/casualty sector has an aggregate surplus of more
than $400 billion and writes nearly $500 billion in annual pre-
miums, it lacks the resources to cover large scale terrorist events.
Only a small fraction of industry premiums and surplus is avail-
able to cover terrorism losses, because this money must also be
available to repay policyholders for losses due to other insured
risks such as workers’ compensation, product liability, fires, and
earthquakes.

Many observers believe that the government would be forced to
provide aid to individuals, insurers, and other businesses who suf-
fer devastating losses from a terrorist event, even if they had not
purchased insurance. Thus, even without an explicit terrorism risk
backstop, the government provides an implicit backstop. Confusion
and uncertainty about whether the government would step in is
clearly not constructive.

An explicit government terrorism risk backstop offers numerous
advantages. First, it reduces ambiguity about pre- and post-event
and enhances the transparency by making it clear who will pay
how much for what, should an event occur. Second, a broader soci-
etal sharing of terrorism risks makes lower premium rates pos-
sible. Third, by reducing uncertainty, a backstop reduces the risk
of financial market disruption in the wake of an attack.

A viable terrorism insurance market with adequate capacity re-
duces the level of uncertainty before and after a terrorist attack oc-
curs.

In closing, insurers, Swiss Re among them, generally agree that
TRIA has done a good job of stabilizing the terrorism insurance
market. There are, however, several elements that undercut the
law’s benefits.

First is the distinction between certified acts of terrorism, which
TRIA covers, and non-certified acts, which it does not. This distinc-
tion creates areas of ambiguity.

Second is the law’s impermanence. Uncertainty regarding wheth-
er the backstop will be renewed every 2 years taxes the energies
of lawmakers and insurers.

A final point of note is the exclusion of group life from TRIA’s
covered lines. Group life business, like worker’s compensation, con-
tains a significant concentration of risk. Moreover, group life insur-
ers are not free to manage their risk through terrorism exclusions.
Most State regulators do not allow it. A very large scale attack can
cause a massive number of mortality claims that threatens the sta-
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bility of even the leading group life insurers. In view of this, group
life should be part of an effective Federal backstop. Group life in-
surers have asked that a separate recoupment mechanism be cre-
ated for group life insurance. This seems to me both logical and
reasonable.

To help meet the threat of terrorism—that the threat of ter-
rorism poses in a proactive, economically efficient manner, we ask
this subcommittee to craft a permanent public-private response
that builds on the strengths of the insurance industry and also the
obvious strengths of the government.

Thank you for the opportunity to express our views on this very
important matter.

[The prepared statement of Mr. Ferguson can be found on page
76 of the appendix.]

Mr. ACKERMAN. Thank you very much, Dr. Ferguson.

Next we will hear from John L. Lieber, who is the senior vice
president at Silverstein Properties where his primary responsibility
is oversight of the rebuilding of the World Trade Center. We also
note that Mr. Silverstein himself has joined us here today. We ap-
preciate that.

Mr. Lieber is also testifying this morning on behalf of the Real
Estate Board of New York, and we look forward to his testimony
now.

STATEMENT OF JOHN N. LIEBER, SENIOR VICE PRESIDENT,
WORLD TRADE CENTER PROPERTIES, LLC

Mr. LIEBER. Thank you, Chairman Ackerman, Ranking Member
Pryce, and distinguished members. As Congressman Ackerman
said, I am here representing not only the Silverstein organization
but also the Real Estate Board of New York, which is the premier
trade organization of owners and developers in this great City, and
you will hear from one of our leading members, Mr. Green, in his
capacity as a leader of CIAT in a moment.

As you know, Larry Silverstein leased the commercial office por-
tion of the World Trade Center just 6 weeks before 9/11, and since
then, and after many years of debate and public dialogue, which
has been very productive, all parties, the State and City of New
York, the State of New Jersey, and the Port Authority have come
together on a plan and are fully united on what will be rebuilt at
the World Trade Center when, where, and by whom.

That means that the whole site is going to be rebuilt by 2012,
and you saw the beginnings of that work when you visited the
World Trade Center site today.

Over the past few years since the enactment of TRIA, the private
insurance market has rebounded, to a degree. However, in some
areas—and I have to emphasize this point—especially densely de-
veloped areas perceived as high risk, like Lower Manhattan, there
is, even with TRIA in place, simply insufficient insurance capacity,
both terrorism insurance and other insurances that have a ter-
rorism component, such as builder’s risk insurance.

This is the situation that we are facing in Lower Manhattan and
also, to a degree, in Midtown as well, and those two business dis-
tricts comprise 450 million square feet of office space.
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As other speakers have said, the most important action that Con-
gress can take to assure the availability of terrorism insurance for
areas like New York City is to extend TRIA permanently. A long
term program is just necessitated by the realities of how buildings
are developed, financed, and insured. Lenders are looking at
timelines well beyond a 2-year type extension. They need to know
that the insurance is going to be there for the full life of the loan,
and that is really a major factor that we have to deal with, and
permanency would address them.

There is another point that I think I have to emphasize which
is slightly different than what you may have heard from others, the
need for additional capacity to areas like New York City, these
densely developed areas. All over the City, real estate owners and
developers are struggling to obtain and maintain sufficient ter-
rorism insurance.

I spoke to a major owner of Lower Manhattan—a Lower Manhat-
tan portfolio worth approximately $10 billion who has such trouble
obtaining insurance that they have only a billion dollars of cov-
erage. Another owner can only get $1 billion of insurance, of ter-
rorism insurance, which is less than a third of the total value of
their several buildings in the Rockefeller Center area; and our
project, the World Trade Center rebuilding, really brings this prob-
lem into relief.

The total cost of the project, as you may have been told, is rough-
ly $13- to $15 billion, but as Senator Schumer pointed out, accord-
ing to leading insurance brokers, there is only $750 million of ca-
pacity, of terrorism insurance capacity, available in Lower Manhat-
tan. So there is a very serious disconnect.

We strongly believe that a TRIA extension ought to address the
capacity problem of densely developed urban areas branded as high
risk, for example, Lower Manhattan, Times Square, and the Grand
Central, and so on.

Today you heard from Senator Schumer, Mayor Bloomberg, Su-
perintendent Dinallo, and others about a variety of different fixes
that we all believe in, the NBCR issue, eliminating the foreign
versus domestic distinction. Those are all urgently needed to in-
crease capacity. But I should emphasize that, even if these impor-
tant corrections are made, there will still be questions about
whether there will be sufficient capacity in high risk areas.

So we suggest that you give consideration, not wedded to any
particular mechanism, that consideration ought to be given to some
actions to alter the risk-reward equation so that insurers will be
incentivized to come into these types of areas.

There is one other step that Congress can take in the TRIA ex-
tension in order to free up terrorism insurance capacity. We urge
that the TRIA extension clarify the scope of coverage by making it
clear that the TRIA backstop supports all consequences of a ter-
rorist attack, including a fire or a collapse following an attack, as
well as the damages from the initial impact or explosion.

Unfortunately, the scope of TRIA coverage is currently perceived
as somewhat unclear and, therefore, terrorism risk, as perceived by
the insurers, is bleeding into builder’s risk and property insurances
and causing a shortage of capacity for those insurances, again espe-
cially in areas like Lower Manhattan.
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Finally in conclusion, the TRIA program is essential to give us
any chance of obtaining the terrorism insurance which lenders and
investors require. It has been a success and should be made perma-
nent. However, we do need absolutely to deal with the issue of ca-
pacity for downtown.

It would be a great disappointment to everyone here and every-
one involved with the TRIA program if the redevelopment of the
World Trade Center were seriously hindered by an inability to ob-
tain terrorism insurance, and we need the leadership and creativity
of this community—this committee and this community to assure
that a new TRIA bill addresses that particular issue.

Thank you.

[The prepared statement of Mr. Lieber can be found on page 126
of the appendix.]

Mr. ACKERMAN. Thank you very much, Mr. Lieber.

Steven L. Green is the chairman of the Board of Directors and
the chief executive officer of SL Green Realty Corp., the largest
commercial office landlord in the City of New York. SL Green owns
anproximately 24.5 million square feet of office space in New York

ity.

The committee looks forward to hearing Mr. Green’s testimony
about the impact that TRIA reauthorization and how that author-
ization is packaged will have on commercial properties in New
York and other large cities.

STATEMENT OF STEPHEN L. GREEN, CHIEF EXECUTIVE OFFI-
CER, SL GREEN REALTY CORPORATION, ON BEHALF OF THE
COALITION TO INSURE AGAINST TERRORISM

Mr. GREEN. Good morning. Thank you, Chairman Ackerman,
Ranking Member Pryce, and members of the subcommittee for
holding this hearing in New York City and for allowing me to tes-
tify today.

My name is Stephen Green, and my background you have gone
over. So there is no point in repeating it, but I am also here as vice
chairman of the Real Estate Board of New York. I am testifying
today on behalf of the Coalition to Insure Against Terrorism, CIAT
as it is referred to, which represents a broad range of businesses
and organizations from across the United States, business that are
the Nation’s principal consumers of commercial property and prob-
ably casualty insurance.

Sometimes the subject of today’s hearing is characterized as an
insurance industry issue. I respectfully suggest that it is not. It is
really an issue of national economic security. It is an issue of jobs,
and 1t is an issue of protecting the investment of pensioners, share-
holders, bond holders, and individuals from across the Nation, pro-
tecting them from the potential economic devastation caused by a
foreign enemy dedicated to the destructions of our economy, our
property, and our institutions.

As everybody has come here and stated, I also believe that it is
a responsibility of the Federal Government to protect both its citi-
zens and their property from foreign enemies. There is certainly
strong precedent for this in the form of the War Insurance Corpora-
tion which was established by Congress some 6 days after Pearl
Harbor.
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The War Insurance Corporation provided property owners in the
United States with insurance protection against loss or damage re-
sulting from enemy attack. Both fixed and movable property was
insured.

Since 9/11, this committee and our Congress, Republican or Dem-
ocrat, we recognize, have worked hard to find solutions to the eco-
nomic risks associated with terrorism. The terrorism insurance law
you enacted certainly has been very welcome. I should say it is
vital to our industry, but the current law, TRIA, set to expire in
just 7 months, is creating an uncertainty in the market, and I as-
sure you from my own experience that until either that law is ex-
tended or a permanent law is voted on, the insurance companies
are not eager to provide us the insurance on a certain—with a level
of certainty.

Holding this hearing today in the shadow of Ground Zero recog-
nizes the fact that—the essential facts that you understand what
happened in 2002, and you want to continue the TRIA, the concept
of TRIA. Terrorism continues to be an unpredictable threat today
here in New York with obvious mammoth losses. Insurers continue
to say terrorism risk is uninsurable due to lack of underwriting cri-
teria and history.

Our economy continues to need terrorism insurance in order to
function, and our economy needs the mechanism the program pro-
vides to enable us to recover quickly and efficiently after a terrorist
attack. I support market solutions to problems where possible, but
the market in this case has failed due to lack of capacity and ample
consideration, and it shows no sign of reviving itself.

We need Congress to act as soon as possible, but we urge you to
not simply extend the current law for a few years. We think that
whatever is done must be put in place for many years to come. It
should be made permanent. Obviously, what has gone on in the
past 3 or 4 years, it seems quite evident that terrorism will be here
for years to come, and our need for TRIA will be here for years to
come.

In addition, we respectfully suggest that the current terrorism
insurance laws need to be modernized in a number of ways. While
TRIA has been largely successful, there are huge and significant
availability problems. For example, there are major markets today,
particularly in high urban areas with fire-following laws, such as
New York, where the combination of aggregation of risk, high re-
tention rates for the insurers, and rating agency pressure on insur-
ance companies are causing significant capacity problem for con-
ventional terrorism coverage.

In other words, some markets today, businesses, still cannot buy
levels of terrorism insurance that are mandated by their mort-
gages. Moreover, the government today and the Government Ac-
countability Office has identified weapons of mass destruction,
what is known as NBCR. It is not available in the market today,
notwithstanding the fact that TRIA backstops such insurance.

Did I hear that buzzer? Okay, then I was told to say: In summa-
tion. In summation, firstly, I can’t read the rest of my remarks in
summary. Most of it, you have heard.

NBCR is vital, because the $100 billion cap that you have put
on it today is not adequate, and insurance companies don’t feel it



25

is adequate, and we cannot get NBCR. I would respectfully urge
this committee to take that and make that as part of—create legis-
lation that will require that kind of insurance like normal ter-
rorism insurance.

I thank you, and I look forward to your questions.

[The prepared statement of Mr. Green can be found on page 96
of the appendix.]

Mr. ACKERMAN. Thank you very much, Mr. Green. Let me assure
you that your entire written testimony as presented will be in our
record and will be read by everybody as well.

Warren Heck is the president and chief executive officer of
Greater New York Mutual Insurance Company, a leading provider
of commercial, multi-peril, and worker’s compensation products in
the northeast and Mid-Atlantic States. We are glad to have you
and look forward to hearing from you.

STATEMENT OF WARREN HECK, CHAIRMAN AND CEO, GREAT-
ER NEW YORK MUTUAL INSURANCE COMPANY, ON BEHALF
OF THE NATIONAL ASSOCIATION OF MUTUAL INSURANCE
COMPANIES

Mr. HECK. Thank you, Chairman Ackerman, Ranking Member
Pryce, and members of the subcommittee. As you indicated, I am
chairman and chief executive officer of Greater New York Mutual
Insurance Company, a medium-sized insurer which is the fourth
largest writer of commercial multi-peril insurance in New York
State and one of the largest writers of commercial multi-peril in-
surance in New York City.

While I am here today to discuss the experience of my own com-
pany, my perspective has also been shaped by my service as the
chairman of NAMIC’s TRIA Task Force. I have no doubt that TRIA
and TRIEA played a major role in preventing an economic catas-
trophe in helping to get New York City and the country back on
its feet economically after 9/11.

I am deeply concerned that, if Congress does not adopt a long-
term, private-public terrorism risk insurance program, many of our
citizens who need terrorism coverage to operate their businesses
across our Nation will either be unable to get insurance or unable
to afford the coverage that is available.

The experience in New York City following the 9/11 tragedy dem-
onstrates why Congress must extend TRIEA. Immediately after the
terrorist attack, most primary insurance carriers began to non-
renew their large commercial property and worker’s compensation
business or reduce their limits of coverage to levels below what was
needed by the business community. The result was very harmful
to the New York economy, leading to the postponement of many
construction projects and significant increases in pricing of com-
mercial multi-peril insurance.

The few remaining insurers increased their prices because of the
significant terrorism exposure, and many cut back when concentra-
tions of values and employees became too large. TRIA reduced the
fear that a worst case terrorist event could render my company in-
solvent. Without the passage of TRIA and TRIEA, our company
could not have provided adequate levels of coverage for many of the
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existing policyholders in New York City and retained the insurance
capacity needed to write new business.

5Y% years after 9/11, with no other terrorist attack on U.S. soil,
terrorism reinsurance availability remains limited, and the prices
are extremely high. Without the government backstop, I believe the
primary insurance market would have dried up in large urban cen-
ters, particularly in New York City.

These and other problems flow from a simple and inescapable
fact, and you heard it from other witnesses, that terrorism is a
classic uninsurable risk. In order for the private market to function
efficiently, it needs the availability, and I won’t go into that any-
more. I think you have heard it enough.

Though terrorism modeling can help individual insurers reduce
their exposure by quantifying their risk, it cannot protect an entire
industry and the economy against damages that could run into
gungreds of billions of dollars. Only the Federal Government can

o that.

My experience tells me that without a Federal program, we
would again find ourselves in the immediate post-9/11 situation,
with insurers excluding terrorism unless required to offer it by the
States. Insurers forced to write such coverage would have no choice
but to either charge very high rates or decline to write the busi-
ness, thereby inhibiting economic growth.

Further, there is no evidence or reason to believe that the capital
markets will replace the missing insurance capacity or that TRIEA
has crowded out private market capacity. The capital markets take
their cue from the reinsurance markets.

Key players have indicated that the potential market for ter-
rorism bonds is $1- to $2 billion at best over the next 5 years, and
there is no appetite whatsoever for developing a bond market for
NBCR events.

Since the Federal Government has historically assumed the large
responsibility for large natural catastrophes, it seems fair to con-
clude that the government would step in and help people harmed
by a future terrorist event. Thus, the importance of a long-term,
private-public terrorism insurance plan to the Federal Government
is that it would reduce its exposure and provide for an orderly proc-
essing of claims.

The insurance industry has been working to devise such a long-
term program for Congressional consideration that would maximize
private sector participation without threatening the economic via-
bility of the industry.

A critical consideration for my company and small and medium
sized insurers that NAMIC represents is the event trigger. Too
high a trigger would drive them from the market, because reinsur-
ance costs would be too expensive, making primary coverage
unaffordable. I think a $50 million trigger would be likely to assure
the continued involvement of these insurers in the state of ter-
rorism insurance.

It is important to recognize that these insurers provide competi-
tion for larger insurers, and thereby lowering prices for policy-
holders, and really creating a competitive market.

NAMIC also supports the creation of a federally chartered entity
that would establish a reinsurance market to help companies man-
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age their risks retained. With voluntary insurer participation, this
middle layer of potential risk bearing capacity would provide the
k‘iind of private market test that some in Congress believe is need-
ed.

Finally, NAMIC supports a long-term program of at least 5
years, and more than that would be very helpful to prevent the de-
struction in the market that took place as TRIA was about to ex-
pire in 2005.

My written testimony contains a more detailed description of
NAMIC’s views regarding a long-term program. I want to thank
you once again for the opportunity to testify on this issue of vital
importance. NAMIC appreciates your continuing leadership, and
we stand ready to assist you in any way possible in developing an
effective long-term terrorism insurance plan.

Mr. ACKERMAN. Thank you very much, Mr. Heck, and I assure
you as well as the other members of the panel that your full state-
ments have already been distributed to all the members of the
panel and will be carefully read.

[The prepared statement of Mr. Heck can be found on page 105
of the appendix.]

Mr. ACKERMAN. Steven K. Graves is managing director and chief
operating officer for Principal Real Estate Investors. Mr. Graves di-
rects mortgage originations and mortgage servicing portfolios that
include investment activities in more than 60 markets nationwide.
While TRIA certainly had a significant impact on the City of New
York’s market, we are looking forward to hearing from Mr. Graves
about the impact that TRIA has also had on other markets as well.

Mr. Graves.

STATEMENT OF STEVEN K. GRAVES, CHIEF OPERATING OFFI-
CER, PRINCIPAL REAL ESTATE INVESTORS, ON BEHALF OF
THE MORTGAGE BANKERS ASSOCIATION

Mr. GRAVES. Thank you, Chairman Ackerman, Ranking Member
Pryce, and distinguished committee members, for inviting me here
to speak this morning.

My company, Principal Real Estate Investors, is one of the Na-
tion’s largest commercial real estate lenders with $22 billion in
mortgages under management and administration. Consequently,
we are a major stakeholder in the future of the Terrorism Risk In-
surance Extension Act. In fact, because of TRIEA, terrorism insur-
ance is in place for over 90 percent of the commercial real estate
mortgages that my company administers. However, with the expi-
ration of TRIEA looming at the end of this year, Congress must
take action to implement a long-term solution.

TRIA and its subsequent extension has been an unqualified suc-
cess for increasing the availability and affordability of terrorism in-
surance. This is true not only for high valued trophy properties lo-
cated in high profile markets, but for the entire commercial real es-
tate market.

In fact, an MBA study revealed that 84 percent of all commercial
real estate projects included in the study had terrorism coverage in
place. In addition, the study revealed that the average property
value for properties with coverage was just over $5 million. This is
a far cry from what most would consider a trophy property.
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The chief factor behind the success of TRIEA is the “make avail-
able” provision which requires insurers to offer coverage in order
to participate in the Federal terrorism reinsurance program. In
fact, most currently available policies are directly conditioned to
the TRIEA “make available” provision.

Thus, if the “make available” provision was excluded from a long-
term or permanent terrorism solution, a wide range of borrowers
and commercial real estate loan servicers would be caught between
their contractual obligations to have terrorism insurance in place
and a lack of available terrorism insurance. Accordingly, MBA
strongly encouraged Congress to include a “make available” provi-
sion in any TRIEA extension bill you consider.

With over $2.8 trillion in debt outstanding, the commercial
multi-family real estate debt sector is an integral and large part of
the Nation’s economy. This debt finances the vast majority of office,
retail, industrial, and multi-family buildings. These buildings
house the businesses that are the engines for the Nation’s economy.

A lack of available and affordable terrorism insurance would not
only impact the commercial real estate finance sector, but would
ripple through the economy as buildings become more difficult and
costly to finance and purchase. Available and affordable terrorism
insurance is not only necessary for commercial real estate finance
sector. It must also be an important part of our Nation’s response
to the threat of terrorism.

Typical commercial mortgages are highly leveraged. In addition,
most commercial real estate lending is non-recourse, which means
that in the case of default, the lender can only look to the under-
lying value of the property to recover its mortgage balance. As a
result, lenders have an acute interest in preserving and protecting
asset values.

In order to protect their interest, lenders place paramount impor-
tance on requiring and verifying that uninterrupted insurance cov-
erage, including terrorism insurance, is in place for the life of the
loan.

For these and other reasons, commercial real estate lenders man-
date terrorism insurance be in place as a condition for funding a
loan. Should terrorism insurance become unavailable, lenders
would face a decision of violating their underwriting requirements,
would no longer fund loans.

A large scale cancellation of new construction projects and fund-
ing of new loans in the aftermath of September 11th strongly indi-
cate that lenders would dramatically curtail their activity.

MBA believes the Federal Government must act to achieve a
long-term terrorist risk solution. An extension should include the
following elements.

Terrorism insurance needs to be widely available, requiring an
extension of the “make available” provision in the current law. The
bill should eliminate short term interruptions in terrorism insur-
ance availability and price shocks when it is implemented. This
will require at least a decade-long extension of the program.

Terrorism insurance needs to be priced in an affordable manner
and cover all perils, including nuclear, biological, chemical, and ra-
diological threats from both foreign and domestic sources.



29

Any long-term solution needs to preserve and implement the re-
quired notifications to loss payees and additional insurance of cov-
erage lapses, gaps, and renewals.

Once again, I appreciate the opportunity to provide our perspec-
tive on terrorism insurance to the subcommittee. As the Nation’s
largest representative of commercial real estate mortgage lenders
and servicers, the MBA stands ready to provide any assistance that
you may require.

We look forward to partnering with you, government agencies,
and the insurance industry to help craft a long-term solution for
terrorism insurance that makes terrorism insurance coverage inclu-
sive, available, and affordable.

Thank you very much for your attention in this vital matter.

[The prepared statement of Mr. Graves can be found on page 79
of the appendix.]

Mr. ACKERMAN. Thank you very much, Mr. Graves.

Donald K. Bailey is the chief executive officer of Willis North
America, one of the largest risk management firms in the United
States. Mr. Bailey is responsible for managing the company’s stra-
tegic direction throughout the United States and Canada. We ap-
preciate his appearing before our committee this morning and look
forward to hearing his perspective on terrorism risk insurance and
the impact of TRIA.

Mr. Bailey.

STATEMENT OF DONALD J. BAILEY, CHIEF EXECUTIVE
OFFICER, WILLIS NA

Mr. BAILEY. Good morning, Chairman Ackerman, and Ranking
Member Pryce. My name is Don Bailey, and I am the CEO of Willis
North America, a unit of The Willis Group, the global insurance
broker. It is a distinct pleasure and honor for me to join you this
morning.

Willis works with corporations, public entities, and institutions
around the world on all matters of commercial insurance, reinsur-
ance, risk management, financial, and human resource consulting.

In addition to representing Willis here today, I am also speaking
this morning on behalf of the Council of Insurance Agents and Bro-
kers. The Council represents the Nation’s leading commercial prop-
erty and casualty insurance agencies and brokerage firms.

With our Willis North American headquarters located not far
from where we are gathering this morning, we experienced first-
hand the devastation wrought on New York City by the events of
September 11, 2001. Since that time, we in the United States have
been fortunate that we have not experienced another terrorist at-
tack on our soil. However, if you look to London, Madrid, and other
locations around the world, I think we can all agree that terrorism
is a permanent problem for which we need a permanent or at least
a sustainable solution.

Regrettably, the question of another terrorist attack here in the
United States is a matter of “when” and not “if.” We thank the
committee for convening this hearing to explore the long-term solu-
tions to terrorism risk insurance.

Prior to September 11th, terrorism insurance was readily avail-
able. It was offered as an add-on to many policies at very modest
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prices, because the threat was perceived to be very low. Clearly,
after September 11th, that paradigm shifted quite significantly.
Terrorism insurance was almost entirely unavailable, and the
small amount that was available was prohibitively expensive.
Planes didn’t take off. Many construction sites in what we now per-
ceive to be high risk zones, including those here in New York City,
fell silent, and commerce in many cities came to a halt.

Congress, realizing the dire need, acted quickly by passing TRIA
and subsequently the extension to provide available and affordable
terrorism capacity for U.S-based risks. The program has also al-
lowed the private market to progressively increase its role in cov-
ering terrorism risks.

The Federal funds provided by TRIA backstop have never been
tapped. Not one taxpayer dollar has been spent on claims, but the
program has been an unqualified success in stabilizing the insur-
ance markets and allowing insurers to provide much needed ter-
rorism coverage at affordable prices. Policyholders, the business of
our economy, have not had to deal with extremely high and volatile
terrorism insurance costs, and have been able to budget for their
business plans. For many commercial policyholders, obtaining ter-
rorism coverage means more than just peace of mind.

It is essential to doing business. It may be required sometimes
by State laws and regulations and often by contract, to obtain a
mortgage, for financing of new construction, for the expansion of a
business, or for a new entrepreneurial venture. Think of the impact
none of those activities happening would have on the business of
New York.

Some suggest that the private market can handle the losses.
Consider this: Estimates indicate that there is only about $6- $8
billion in global terrorism reinsurance capacity available, but ter-
rorism losses from a single attack could reach $100 billion.

Industry numbers indicate that there is $1- to $2 billion in ca-
pacity available for nuclear, biological, chemical, and radiological
coverage, yet the American Academy of Actuaries modeled the im-
pact of a medium sized nuclear, biological, chemical, or radiological
attack in New York City at in excess of $450 billion.

Clearly, there is simply not enough capacity in the private mar-
ket to cover losses due to terrorism, and the limits of such an at-
tack, potentially exponentially beyond what we saw at the World
Trade Center, are bound only by the imagination of terrorists and
thought processes that are beyond the scope of models and calcula-
tions.

Some contend that dealing with the risks of terrorism insurance
is a matter for the industry to handle on its own: Collect the pre-
miums; assume risk of a potential loss, as they do with other cat-
egories of risk. But consider that a terrorist attack is not per-
petrated against a company or a building. The terrorists who flew
planes into the World Trade Center and the Pentagon and the
plane that crashed into the field in Pennsylvania—they were at-
tacking our country. Could you imagine a scenario where the Fed-
eral Government knew an attack was going to happen and did not
take steps either to prevent it or at least prepare for the after-
math? I suggest that not developing a long-term terrorism risk in-
surance program would be just that.



31

The objectives of TRIA are clear: Harness private industry capac-
ity to directly contribute to terrorism related losses; deliver Federal
assistance in a fair and efficient manner; and repay the govern-
ment for any outlays. Because of TRIA, the terrorism insurance
market has largely stabilized. Terrorism coverage has been steadily
expanding, and the price of coverage has become more affordable.
Now is decidedly not the time for the Federal Government to with-
draw its involvement in the terrorism insurance market.

Terrorism threats facing our country remain significant and un-
predictable. Our reinsurance industry still lacks sufficient capacity
to address terrorism risks on its own, and the primary insurers are
still not willing to expose themselves to enormous terrorism risks
without charging prohibitively high prices.

Allowing TRIA to expire at this time will certainly cripple, if not
completely paralyze, a significant portion of our economy. TRIA is
not about protecting the balance sheets of insurers and brokers. It
is about protecting commercial policyholders and creating and sus-
taining a national economy that encourages investment and devel-
opment.

This is a matter that far transcends the insurance industry. It
is a matter of our national economic security, and I thank the com-
mittee for your time this morning.

[The prepared statement of Mr. Bailey can be found on page 48
of the appendix.]

Mr. ACKERMAN. Thank you very much, Mr. Bailey.

Our final witness, Edmund F. Kelly, is chairman, president, and
chief executive officer of Liberty Mutual Group, the sixth largest
property and casualty insurer in the United States. So terrorism
risk insurance is, obviously, a very important issue for Liberty Mu-
tual Group, and we look forward to hearing Mr. Kelly’s perspective
this morning.

STATEMENT OF EDMUND F. KELLY, CHAIRMAN, PRESIDENT,
AND CHIEF EXECUTIVE OFFICER, LIBERTY MUTUAL GROUP

Mr. KeLLY. Thank you, Chairman Ackerman, Ranking Member
Pryce, and distinguished members of the committee. I also thank
you for the opportunity to testify on what we view as one of the
great challenges facing our Nation, the economy, our policyholders,
and industry.

As many of the members remarked, it is fitting that we meet
here in New York, which bore the brunt of the cost of terrorism.
We at Liberty Mutual are proud to insure such well known New
York institutions as Macy’s, Morgan Stanley, New York University,
and J.P. Morgan, Chase, as well as our role in insuring the private
contractors who cleaned up the World Trade Center after the
event.

The economic security of this City is of great importance to us
and the Nation, and I commend the chairman and ranking member
for their commitment to extend TRIA, and look forward to working
toward that end.

The economic consequences of terrorism present a very difficult
long-term challenge. In particular, it is important that we are as-
sured the financial resources are available quickly to rebuild the
lives and businesses that will be damaged by an act of terrorism.
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It is with great pride that we can look back—we in the insurance
industry look back—at the events following 9/11 as we quickly,
fairly, and sensitively met our legitimate obligation and paid every
single legitimate claim quickly. We are proud of that record, and
I stand here to reaffirm our commitment to do it again.

Unfortunately, the possible scope of a terrorism act is too great
for us to withstand. We need more permanence. The ranking mem-
ber echoed former Chairman Mike Oxley in saying we can no
longer kick the can down the road. We have been doing that now
for too many years.

Fundamentally, I would agree with the other panelists that the
public-private partnership represented by TRIA is sound and has
worked remarkably well. Look at the effect of the industry deduct-
ible. It is far from a gift to insurers. Under the current Act, our
deductible, Liberty’s retention would be close to $2 billion before
TRIA would kick into help us—$2 billion, hardly a handout to the
industry. But because of those deductibles, we and our competitors
have worked with the policyholders to increase the security and
safety of their buildings and their employees.

It is that role that we in the private sector can play so well. We
understand risk, and we understand how to work with our policy-
holders to reduce that risk, so maintaining that deductible is criti-
cally important.

Also the deductible allows some development of private market
capacity to meet the terrorism risk. I say some development, be-
cause there is not enough private capital in the world to meet a
large terrorism event. It is easy, very easy, to construct an event
that would cost up to three-quarters of a trillion dollars, and yet
as mentioned earlier, the entire P&C industry has only roughly
$150 billion in capital to address the TRIA risks.

So we do need an extension. However, there are several things
we could improve on. People have all mentioned before perma-
nency, the elimination of the distinction between foreign and do-
mestic terrorism, and of course, increasing the overall cap from
$100 billion, which would be meaningless in the case of a signifi-
cant event.

Others have mentioned the recovery surcharges. I urge you to
think long and hard before assessing post-event premium sur-
charges. Those surcharges will not be borne by large businesses.
Surcharges, mandatory charges, inevitably become a burden for
small and medium sized businesses, as large and wealthy busi-
nesses increase their self-insured retention and reduce their pre-
mium, so it would be a tax on mid-size and small businesses.

Second, we at Liberty Mutual are very encouraged by the discus-
sion of tax deductible reserves. However, our public counterparts
may have a problem with the gap accounting for such reserves. So
there are technical issues to look at. However, we think it is a very
good idea, well worth exploring.

So in summary, we need TRIA. We need a permanent TRIA. The
current structure worked basically very well. With a little bit of
tweaking, it can work very well for the long run, and we at Liberty
Mutual and the rest of the industry look forward to working with
you as we address this significant issue.
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[The prepared statement of Mr. Kelly can be found on page 116
of the appendix.]

Mr. ACKERMAN. Thank you very much, Mr. Kelly.

The Chair notes that, despite the seemingly unwieldy size of the
witness table and the power therein represented, that you are
probably one of the most disciplined panels that I have ever seen,
keeping within the time constraints that we indicated. We appre-
ciate that.

The Chair, with the consent of the members, unless there is any
objection, will limit to 3 minutes the questions of each member,
and see where that takes us. I think, that way, we could possibly
get out—that is for the question and answer—so that we can get
out on time.

I think most people at the panel referred to either permanency
or long term. Nobody is advocating for mid-term or short term ex-
tensions, at least on this pretty diverse panel. Yet there is some
controversy in the Congress as to the length of time of the exten-
sion, going anywhere from 3 years to a mid-range of 6 to 8 years,
to 10 years, to 15 years and permanent.

Anybody want to advocate other than—well, let’s just pick a
number? What would be the barest minimum that you think would
make any real sense for planning and other purposes? Maybe just
a quick answer from each of the—anybody who would want. Let me
put out that way. Mr. Green?

Mr. GREEN. 10 years.

Mr. ACKERMAN. 10-year minimum?

. Mr. GREEN. Yes, or until the threat is depleted, whichever occurs
irst.

Mr. ACKERMAN. I know how to measure 10 years. Anybody else
want to?

Mr. GrRAVES. The Mortgage Bankers Association favors a perma-
nent solution, but 10 years, we would view, as a minimum.

Mr. HECK. I would suggest—I said a minimum of 5 years, but I
do think that 10 years is a better minimum, and the reason is that
in the last year when the TRIA or the government backstop is run-
ning out, insurance companies have a dilemma, and they never
know whether it will be extended, and they begin to non-renew
business, and it really is very disruptive of the economy. So I think
the longer, the better, and of course, 10 years is a minimum, and
my hope is that it will be indefinite.

Mr. KeLLY. I believe in starting a football game inside the other
team’s 10-yard line. So permanent is a minimum. That having been
said, I think anything that is not double digit would be disruptive.
So I believe that 15 years would be a target, 10 years would be ac-
ceptable, but anything less would be really disruptive.

Mr. BAILEY. I think a lot of people struggle with the word perma-
nent, that it’s something that can’t be undone. So I put in my re-
marks “sustainable.” I think you do start talking about 10 years,
15 years-plus, but something that is sustainable is really what we
are trying to achieve in the end.

Mr. ACKERMAN. Mr. Lieber.

Mr. LIEBER. If I may, just from our standpoint, I think 15 years
is a minimum, and here is why, is that in large scale development
projects, between the time it takes to get a project planned, de-
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signed and approved, built and leased up to the point where you
are going to be in a position to have takeout financing, could be in
excess of—is very frequently in excess of 10 years, so 15 years for
a large scale project is really what you need, because you need the
construction lender to know terrorism insurance will be there. So
there could be a takeout by a permanent lender, and all the other
participants in the project.

There is one other variable. It’s a little technical, but if you had
an act of terrorism, clearly, there would be lawsuits about design
defects and was the project physically designed well. The statutes
of repose that affect those lawsuits go in—I think in the State of
Nevada it is 12 years. In California it is 10 years. So you need the
project to be built and for that statute of repose to expire before
the exposure, the need to have terrorism backstop, goes away. So
it has to be 15 years.

Mr. ACKERMAN. Thank you very much. The Chair hears that his
time is up. The distinguished minority leader.

Ms. PrRYCE. Thank you. I would love to be the minority leader,
but today I am, I guess.

Mr. ACKERMAN. You are today.

Ms. PrYCE. The Mayor and others mentioned the distinction be-
tween international and domestic terrorism. Several of you did as
well. I don’t think we need to look any further than Oklahoma City
to see that we can home-grow our own forms of terror, and I don’t
know where that distinction came from, and I am not sure what
sense it makes. But if any of you could comment on that, why—
I think it came up in the Senate, did it not? Does anybody have
any thoughts? Does anybody here think that it should be only
international, foreign? I wouldn’t think so.

The other thing that everybody has mentioned is NBCR, and you
know, it is very, very hard to predict terror. It doesn’t lend itself,
especially the NBCR component, to actuarial digestion or modeling,
but my prediction is, if we don’t cover this in some way, that is ex-
actly where we will be hit. These terrorists are intent on doing as
much damage as they can, not only to human life, but to our econ-
omy if they see a hole in coverage or see an opportunity. I just
think that there is absolutely no way we can go without addressing
this.

Does anybody disagree with that?

Mr. KELLY. Distinguished Member, there are two ways to think
of the insurance risk, and I think—

Mr. ACKERMAN. Pull that a little bit closer.

Mr. KeLLY. I think the Superintendent did an excellent job with
his diagram. There is the frequency risk and the absolute scale.
The absolute potential loss from NBCR dramatically overwhelms
the absolute potential loss from a physical-—conventional, if one
can think of conventional terrorism.

When we think of hundreds of billions of dollars of loss, that is
under either numerous coordinated traditional terrorist acts or a
single NBCR attack, so we absolutely have to have NBCR coverage.
It is unacceptable, if that is appropriate to say to Congress, but to
me it would be unacceptable not to have significant coverage of
NBCR.
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Ms. PRYCE. One other thing that intrigued me, Dr. Ferguson.
You mentioned that there is a difference between a certified act
and an uncertified act, and I don’t understand that.

Mr. FERGUSON. I am sorry. That is the technical language being
used in the Act for this foreign versus domestic story that you just
touched on.

Ms. PRYCE. Oh, okay.

Mr. FERGUSON. I'm sorry. I knew as I was saying it that there
migh‘;1 be some confusion, but this whole issue that you have raised
is right.

I should add that you raise another important issue that, as an
economist, I have been thinking about, which is: If you leave open
certain areas such as NBCR, that is obviously an area that our en-
emies could exploit in some way, and so in some sense closing these
important risks such as NBCR or the group life issue, I think, is
vfe‘zfyy important, just for the reasons you point out for the incentive
effect.

Mr. ACKERMAN. If the Chair might, under the existing Act it is
the Secretary of the Treasury that certifies that indeed the incident
was an act of international terrorism, rather than something else.
The Act is currently silent on an act of domestic terrorism or some
kind of combination of domestic terrorists inspired by international
terrorists, which we don’t contemplate necessarily.

We would have to add language, if indeed we do cover domestic
terrorism, as to who would declare it, whether it is the Treasury
Secretary or some other authority, but I think the consensus seems
to be, starting with the Mayor, that it would make no difference
who the attack was caused by. We just have to decide how to put
the language in. Mr. Heck?

Mr. HECK. Yes. I would like to say something on behalf of me-
dium and small size companies with respect to NBCR. I suggest
that NBCR should be covered by the government, but it should
apply as a separate program, and it should apply—it should be cov-
ered by the government from first dollar.

The reason that I suggest that is that it is such a serious and
complete destructive event that the small and medium sized com-
panies just could not afford to have that exposure for their reten-
tions and for the co-insurance limit.

Ms. PRYCE. Thank you. My time has expired.

Mr. ACKERMAN. Thank you. Ms. McCarthy.

Ms. McCARTHY. Thank you. I would appreciate just a little bit
of clarification on a number, and I hope I have my names down
right on who said it.

Basically, actually, it was Mr. Graves who was talking about the
life of the loan. Now how long is the life of the loan when you are
talking about the kind of monies I think we are talking about?

Mr. GrAVES. The life of the loan can be—they range anywhere
from as short as 2 to 3 years to as long as 20 or 25 years. So there
is a wide range of loan terms available for commercial properties,
and it usually depends on how the property is leased. I would say
the most prevalent permanent loan in the market would be 10
years.

Ms. McCARTHY. Really? So it is not like us paying off a 30-year
mortgage?
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Mr. GRAVES. No.

Ms. McCARTHY. Because that is what, actually, I was thinking.
If someone else could answer the question on building risk insur-
ance. I am not exactly sure if I know building risk insurance. Is
that at the process for like where we were down at the Twin Tow-
ers where it has been already spent a lot of money to get to where
we are today?

Mr. LIEBER. It insures against damages that may take place dur-
ing the construction process, and what is happening, the reason I
mentioned it, is that although you would get builder’s risk insur-
ance without terrorism, and that is really the option that is mostly
available to us, what is happening is that because in New York
State a builder’s risk or a property insurer is liable for a fire fol-
lowing an event.

Some of the builder’s risk insurers are, in effect, taking some ter-
rorism risk, even though we don’t have—they are not selling us ter-
rorism insurance, because they could theoretically be liable if there
is an impact, and then subsequently a fire that causes damage,
they could be liable, even though they haven’t sold this terrorism
insurance. That was the reason I made the point that we should
clarify the scope of TRIA to make it clear it covers all the con-
sequences of an attack.

Ms. McCARTHY. Then just to follow up on one other question: Ob-
viously, everyone is concentrating here on New York, because that
is where it happened. That is where we are rebuilding. What do
you see as far as other parts of the country on buying terrorist in-
surance? Have you seen, certainly, an uptick, and what are the cost
analyses? Is it like other insurance, like if it was in the middle of
Wyoming, are those costs cheaper than, say, here in New York?

Mr. KELLY. Well, the costs vary a little bit, but it is not so much
the cost. It is the mindset. I think it is not surprising. We have
mandatory offer, which is part of the current law. We get roughly
a 60- 62 percent take-up in New York, the Manhattan area, but a
50 percent take-up outside Manhattan.

So people outside the northeast, Manhattan—Manhattan and the
northeast have a lot less concern, which, of course, is a political
problem, too—have a lot less concern about the impact of terrorism.
However, our modeling—and we work with various experts—indi-
cate that some of the greatest exposures are, in fact, outside Man-
hattan, because people have done a good job of hardening buildings
in Manhattan, and in Manhattan large buildings protect each other
from events.

Mr. GREEN. The biggest issue is, whether we want to or not get
insurance and what is our appetite for risk is really beyond—it is
not an issue here, because our mortgages in New York—you have
a big office building. The mortgage holder will require you to have
a certain amount of casualty, a certain amount of terrorism insur-
ance. We don’t have a choice.

Now when you go outside of New York, I don’t think the mort-
gage lenders are as extreme in requiring you to have terrorism in-
surance, so it is really not a level playing field at all.

Mr. HECK. With regard to cost, there are really two different
ways to look at it. The cost on the primary end when we sell an
insurance policy to a business, the cost is kept down because of
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TRIA, and if TRIA wasn’t there, the cost—you would have a risk
based cost. It would have to go up if the regulations would permit
it.

On the reinsurance end, and that is the insurance that the insur-
ance companies buy, the cost is exorbitant. It is extremely high,
and there is a limited amount of reinsurance available, and as Mr.
Kelly said, I don’t see much distinction from city to city in that ex-
pense. It is very, very high.

Ms. McCARTHY. Thank you.

Mr. FERGUSON. May I speak to this, as the only person here from
the reinsurance industry. I think we ought to be a little careful.
There are a range of products and services for sure. With TRIA in
place, there seems to be sufficient capacity in the reinsurance in-
dustry to do backing.

It is certainly true that the pricing may vary somewhat from lo-
cation to location, but I would be cautious. I think the word exorbi-
tant doesn’t fully describe all of the economics of this. So we should
be a little cautious about being sure about the pricing between re-
insurance and insurance.

Mr. KELLY. One other thing. We keep talking about real estate
and property, and that is a huge and important market to us and
a very important good. But there is also worker’s compensation.

There are people, and there is where it is important we under-
stand it isn’t just a matter of protecting, albeit important—pro-
tecting the lender. We also have to make sure we protect the work-
ers in the building and that we can put those workers back on
their feet or take care of their families in case of disability or
death. Let’s not lose sight of that hugely important part of TRIA.

Mr. BAILEY. I would just chime in, actually in validation of that.
That might be one of the greatest arguments for the fact that this
is not just a New York City issue. We have clients all over North
America, and where there is a concentration of risk relative to em-
ployees in a single location, it is very difficult for us to currently
get worker’s compensation insurance. You take the backstop away.
It would be almost impossible.

Mr. ACKERMAN. Unless there is any objection, the Chair would
ask the timekeepers to afford 4 minutes to our Republican col-
leagues, because to pass this we want to make sure that
everybody’s questions are answered. Mr. King.

Mr. KiNG. Thank you, Mr. Chairman. I want to thank all the wit-
nesses for their testimony. I would like to direct my question to Mr.
Lieber on the issue that you were talking about, the insufficient ca-
pacity, even with TRIA.

Now if I could be clear, if we do resolve the issues regarding
NBCR, regarding the foreign and domestic terrorism, and the issue
of proximate consequences, how much would that cut into the prob-
lem of insufficient capacity?

Mr. LIEBER. It is a very good question. It is impossible to foresee.
Those will have significant positive consequences, we believe, as to
capacity, permanency, NBCR and the other items that you men-
tioned.

We believe there will still be—and again, it is based on input
from experts and insurance brokers like Aon and Willis—that we
are so far from having sufficient capacity that we ought to discuss
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some other steps that might be taken to incentivize insurance ca-
pacity to come into areas like Lower Manhattan.

Mr. KING. I don’t know if this is the appropriate forum, but since
Chairman Ackerman gave me 4 minutes, could you just expand on
what you think those other steps would be?

Mr. LIEBER. Well, one of the other members of the panel talked
about reducing the trigger level where the TRIA Federal backstop
kicks in, and you were talking about, I think, in the case of the
small insurers, to incentivize them to come in. That, for example,
might induce some small insurers who otherwise can’t play in this
marketplace where you have to, under the current program, wipe
out 20 percent of your capital before the Federal backstop kicks
in—that might induce them to come in and participate in this mar-
ketplace.

More broadly, you know, you could consider adjusting the reten-
tions, the deductibles, for areas that are identified by Congress as
high risk.

Those are a couple of the suggestions that we think are worth
considering as part of this result.

Mr. KiNG. Thank you.

Mr. KeELLY. Congressman, I think we should take a hard look at
the current tax structure as it relates to catastrophe bonds, par-
ticularly terrorism bonds. U.S. tax laws sort of end up forcing us
to create bond structures overseas in better tax jurisdictions.

If one could look at the tax laws to create—make it easier for us
to work with the capital markets and through our reinsurers with
them to create cat bond structures, it would fill that layer, that
layer between the private sector and the government sector. I think
that is an area we need to look at very closely.

Mr. KING. Thank you. Mr. Kelly, sorry I had to jump up when
you were answering the question. I just got a—MediGroup called
my wife. Everything was fine. We were 50/50. So I will give you
and Gary Ackerman the credit for that. Thank you.

Mr. ACKERMAN. I'm glad you got good news.

Mr. HECK. May I say something about the trigger? And just to
explain why the trigger at $100 million is so difficult. My company
insures buildings. We are a big building insurer in New York. We
try to stay at $50 million, no larger than a $50 million building,
but we do go up to $100 million on many of our risks.

If we should have an incident with a direct hit to a building we
insure that might be $90 million, TRIA does not apply. We would
be in serious difficulty, because $90 million would represent a very
significant part of our capital structure. So without TRIA, we
would have to bring that $50 million way down. That is why it is
so important.

Mr. ACKERMAN. Thank you very much. Mr. Murphy, for 3 min-
utes.

Mr. MurpPHY. Thank you, Mr. Chairman. I wanted to explore
with a little bit more depth the questions that Representative
McCarthy started to query on the difference between this issue in
New York City and in outlying areas, because I think politically it
is obviously very important to make people understand the na-
tional implications here.
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I would open this up to whomever may want to answer it, but
to talk a little bit more about the difference in capacity of the sys-
tem to respond in New York and outside of New York, and also the
willingness to write for terrorism absent TRIA in New York versus
outside of New York.

Mr. HECK. I could begin. One of the reasons that New York City
is so vulnerable is that it contains the largest number of the larg-
est buildings across the Nation, so it has more targets in New
York. But I think that every large city is vulnerable, and there are
some very big buildings in many cities.

Mr. MURPHY. And I guess to maybe ask the question specifically,
did we have a problem in the months following September 11th
with insurers being unwilling to write for terrorism risk outside of
New York as well as inside of New York?

Mr. HEck. I think there was a problem all over. For example,
pre-9/11 my company wrote up to $250 million on a single building.
After 9/11 we took that limit down to $50 million, and that was
true everywhere we did business, which is regional. We are a re-
gional company.

So I think that there is no question that that was an issue. After
9/11, companies in New York withdrew, and even to this day—and
you read a lot about the success of the insurance industry last
year, and it had been one of the best years for many, many years
for the industry, but we do not see more companies coming into
Manhattan writing business.

As a matter of fact, the longer we are here writing business, the
higher our concentrations, and then we have to refine those con-
centrations by reducing coverage and non-renewing some business,
because all of the companies that are in New York now geo-track
everything we write. We know what we have in each building, how
many employees reside in the building, and we have to keep track
and not permit these aggregations to get too large.

So there is no question about it. It limits the market, and it lim-
its availability.

One of your questions was about how much there is. Recently,
I was involved in a single risk on a very, very large building in
New York, a very large building, where the risk required $1.3 bil-
lion in coverage. The most they were able to get was $700 million
with terrorism, with TRIA.

I was called. My company couldn’t participate in that; it was too
big for us. We wrote a good part of the account, and the producer,
the broker, called me to ask whether I had any ideas, and I told
him I would try some of the large reinsurers. He had been dealing
with insurance companies.

I called the large reinsurers. They seemed interested. They later
got back to me to say that they were supporting the primary com-
panies, so they had no more capacity.

What the broker did do was to go offshore and was able to form
some sort of an offshore arrangement to get access to TRIA. Then
I said to him, “Well, what are you going to do at the end of this
year?” He said, “I have no idea.”

So there is really a distinct small limit of coverage available on
an individual building basis.
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Mr. KELLY. There are two thoughts here. Unlike natural catas-
trophe where there is more than ample insurance and reinsurance
coverage to meet anything we can foresee, and that will be solved
easily in the private market, but with some bumps along the way.

With terrorism, it is the absolute scale that scares us—after Sep-
tember 11th, it wasn’t in property insurance that shortage was
found. It was in worker’s compensation insurance. We are not al-
lowed by any standard to exclude any act from workers’ coverage.
All acts, all causes of damage, they must be mandatorily covered
by worker’s compensation. It is in the insurance of people that the
most harmful immediate impact of a lack of TRIA would be felt.

Mr. ACKERMAN. Thank you. Mr. Perlmutter.

Mr. PERLMUTTER. Thanks, Mr. Chairman. Just a couple of ques-
tions, gentlemen, and thank you very much for your testimony
today.

Mr. Heck, you mentioned on the nuclear, biological threat that
you would like to see dollar one. So in effect, no insurance, just
something picked up by the Federal Government. Does the rest of
the panel join in that? So basically, you are not selling insurance
for that. It is just something that we pick up as a whole?

Mr. HEck. I will say that right now the insurance policy for prop-
erty excludes nuclear. That was excluded sometime in the 1940’s,
and it has been a complete exclusion since then. The reason for it
is that it is certainly uninsurable. There is no way to cover it, and
it is complete. If, God forbid, there is a nuclear event, it is a very
complete situation, and it is something that none of us can really
deal with. It should not really be a private insurance matter.

Mr. PERLMUTTER. I mean, I am new at this. So at this point in
TRIA, there is nothing that talks about nuclear. Are you all held
responsible in the event of a nuclear event?

Mr. HEck. Under worker’s compensation, there is no exclusion
for nuclear, and as Mr. Kelly said, the carriers would be respon-
sible for that, so it is a really sensitive subject. The best way to
handle it would be to keep it out of TRIA as a separate government
program.

Mr. BAILEY. Just a point of clarification. Nominally now, NBCR
is within the scope of coverage, but you can’t get the coverage; it
is just not available. It is an automatic exclusion from any cov-
erage, even terrorism coverage.

Mr. PERLMUTTER. So then at this point, the mortgage bankers
aren’t demanding it of the real estate developers, who then have
to go get the insurance company to provide it?

Mr. GRAVES. We would like it available. It is a risk. It is a risk
that we are not being paid for as a lender, so we would strongly
encourage the inclusion of that.

Mr. PERLMUTTER. Just one last question. I can’t remember who,
maybe it was you, Mr. Lieber, or somebody mentioned that group
life insurance is not being covered at this point. Dr. Ferguson,
maybe that is what you were addressing?

Mr. FERGUSON. Well, it is exactly the same point you have heard
with worker’s comp. It is again a very large concentration of risk.
The exclusions do not exist, and I am not sure of the history of why
worker’s comp and group life were treated differently, but it would
seem they are very, very similar kinds of risk and should be treat-
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ed consistently, and it is just that straightforward an argument.
But it is extremely important, for the reasons that my friend from
Liberty Mutual has talked about in terms of just covering life is
very important.

Mr. PERLMUTTER. The last thing, and I know that the Federal
Government operates—doesn’t account quite the same as all of you
must do your accounting, but any sense of what this is a cost to
the Federal taxpayers in establishing a reserve?

Mr. FERGUSON. First let’s get the facts. As you well know, it has
cost absolutely nothing at this stage. It is a backstop. Secondly, the
way I would think about it, in addition to this budget scoring issue
which, obviously, is fairly complicated, is should an event occur, the
government would undoubtedly be involved anyway.

So I think the challenge from a budgeting standpoint is in some
sense you create certainty up front by having this backstop. You
leave uncertainty with the real probability that, should a very large
event occur, the government would step in anyway.

So while it is not in any sense unimportant how the budget scor-
ers account for it, as I think about it as a former government pol-
icymaker, it is one of these events where, frankly, because there is
so much market failure, the government has to step in. So I think
there is really no way to get around that fundamental issue of why
the government is required and why I am sitting here today.

Mr. ACKERMAN. Mr. Garrett, 4 minutes.

Mr. GARRETT. Thank you again, Mr. Chairman. You know, I
think the first panel and then the members of this panel also made
the comment with regard to the number of projects that are out
there potentially at risk, and if we don’t move forward that they
would be certainly subject to risk.

I can assure you from both sides of the aisle that we want to do
nothing that would put these projects that are on the board or po-
tentially on the board at risk.

On the upside of all this, you know, both the testimony I have
heard today and also from the President’s Working Group, you
would see that both in the original TRIA and the subsequent exten-
sion that you have seen some positive sign from it.

The PWG found that insurers have a better understanding of the
geographic mix and the concentration issues that they have to deal
with. They are better able to make underwriting and pricing deci-
sions, as testimony has already indicated, and there is more ter-
rorism insurance sold year to year, and financially it indicates in
the report that most insurers have policyholder surplus levels that
are exceeding those levels of 2001 and, as the report said, that cer-
tain industries, certain carriers, are doing pretty well with the
profits.

They found that with the extension, the revision of TRIA, that
when it was scaled back, the private sector capacity increased, pre-
milﬁms fell, and overall policy purchases called takeup grew as
well.

So we have the upside of both the original and revised version
of TRIA. One of my findings in government is that we don’t do any-
thing unless, especially on complicated issues such as this, unless
we are compelled to, either through tragedy or through time. Obvi-
ously, we did something right after 9/11, because that was tragedy.
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We did something after the 3-year first period time, because that
was a time constraint, and we pushed it off—we did it for a 2-year
period of time.

I am concerned that, if we do as the bottom line number that the
panel comes here with 10 years—others say 15 years; others say
a permanent level—that we will not be compelled to come back like
we did after the first 3 years and make some improvements to it,
and what we are about to do right here is make some improve-
ments to it.

Mr. Lieber, you mentioned also some other ideas of potential im-
provement besides those. Once we fix a problem, Congress doesn’t
usually go back and re-fix it unless those issues come up again. I
have a feeling that Mr. Lieber and others may come up with ideas
3 or 4 years down the road to re-fix it again in a positive way.

So I am wondering why should we be reauthorizing for 5 times
what we just did in this last time, and can’t we do it still in this
manner?

Secondly, tied to that, if we do do a permanent solution or a long
term solution, wouldn’t this take away some of the incentives that
are currently on the industry to be creative and innovative and try
to address some of the problems, as they have done over the last
3- and then 2-year period?

Mr. LiEBER. I will take a crack at that as probably the person
at hand who is least expert in insurance matters, technical insur-
ance matters, but I will tell you this. I believe that, if you had a
permanent solution, if you had the stability of knowing what the
box was, what the rules of the game were, where the Federal back-
stop was, and that you knew it was in place for a substantial pe-
riod of time, that would give the opportunity for private sector cre-
ativity to come in and help us to resolve some of the shortfalls of
capacity, to develop new products, to work on the pricing and the
actuarial issues.

So, Congressman, our hope and expectation is that, if you had a
stable framework, and we think that it ought to be 15 years—you
have heard other views on that—that you would have a lot of cre-
ativity and a lot of improvement over time as a result of the insur-
ance industry working with its customers.

Mr. GREEN. If I could just take it back on that a little bit. I have
spent my career in the insurance industry and have probably
learned a couple of things. Insurance companies, carriers, are not
big fans of government involvement in what they do and, too, I
would tell you that they are very innovative and creative, and if
they can find a way to make a profit on something, they will do
it. They will innovate.

In this situation, you have carriers begging for government in-
volvement, because they have not found any way to generate a rea-
sonable profit in this area. So the thought that the private market
is somehow going to come up with a solution to this, if we just get
rid of TRIA, I think, is just naive. It is not out there.

Mr. KeLLY. Congressman, the current Act has led to creativity,
because there is significant retention of risk by the industry. The
impermanence of the current Act has militated against creativity,
because our policies, as Mayor Bloomberg indicated—are not coter-
minous with the Act.
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So we are frozen in place, effectively, starting January of this
year. In fact, the impermanency militates against creativity. It is
the exact opposite of what you would expect. I believe that with
permanency and with the significant retentions we have right now,
you will see the private sector continue to work, whether it’s real
estate customer or employers, to make the workplace safer and to
meet whatever is needed in the capital markets below the govern-
ment involvement.

Mr. HEcK. I would also like to add that, at least in New York
City, the availability of terrorism coverage other than the coverage
that is required under TRIA has not increased in any significant
way since 2002. What has improved is the takeup rate, because I
think it takes time for the consumers and the business community
to get adjusted.

You know, let’s face it. On the primary side, we are not charging
a lot of money for terrorism because of TRIA. Second, the reten-
tions have gone up, because TRIEA required higher retentions. But
in terms of more carriers coming into the market to provide, you
know, like reinsurance availability, it is just not there.

Mr. GARRETT. Thank you.

Mr. ACKERMAN. Thank you, Mr. Garrett. Ms. Maloney for 3 min-
utes.

Ms. MALONEY. Thank you, Mr. Chairman, and I would like to
thank all of the members of the panel for your really important
contribution. You all represent important stakeholders in this in-
dustry, and what you have said today will help us craft a bill.

We are all working on it now. Chairman Frank and Sub-
committee Chairman Kanjorski have indicated that they would like
a bill drafted and considered by the end of April so that the Senate
and the Executive Branch would have time to respond and get an
appropriate law in place.

I would like to ask Mr. Green: Since we enacted TRIA, it has
proven that it works. Takeup rates for terrorism insurance have in-
creased from 23 percent in early 2003 to 64 percent at the end of
2005, and these are numbers cited by the President’s Working
Group on Financial Markets.

So my question is: Would this growth, or rather regrowth of ter-
rorism risk insurance have happened without TRIA? And as a fol-
low-up to you and other members of the panel, what is the appro-
priate role for the private sector in a long term solution?

Mr. GREEN. Let me, in answer to your question, give you a story,
re{ill life, it happened, rather than talk about concept and philos-
ophy.

We had a policy. Our total terrorism policy, casualty policy, was
expiring on October 31, 2005. If you remember, at that time TRIA
was set to expire December 31, 2005. August, early September, we
had gone around to many of our insurance companies, Chub, AIG.
These are big companies. We have a great relationship, and they
have insured us over the years.

At that time, sometime in September—I may get the names
wrong, but I believe Senator Phil Gramm from Texas, Secretary
Snow was making speeches about the possibility that we needed a
free enterprise system to work, and maybe the government should
not be part of this solution. Then there was, I think, the chairman
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of the Banking Committee in the Senate from Alabama—I forgot
his name—Selby was making speeches to this extent.

So all of a sudden, in September, all of our insurance companies
would not give us terrorism insurance, because they felt that TRIA
was going to end come December 31st. They weren’t sure. There
was an uncertainty.

We needed it because of our mortgage requirements. We went
around to the world, literally to the world. There was one company
who came back. I won’t mention the name of the company. It is of
no value, but a major, major United States, an icon of corporate
America came back to us and said they gave us 24 hours. If we did
not adhere to what they wanted, which was a $10 million increase
to the premiums we were paying then, $10 million more, 24 hours,
they would allocate it to somebody else.

We had no choice. We didn’t quite say thank you in those terms,
but we had to take that insurance. That will give you a real life
perspective of what happened with uncertainty that the TRIA
backstop was going to be renewed.

Mr. ACKERMAN. Thank you, very much.

Ms. MALONEY. And if anyone would comment on the appropriate
role for the private sector in a long term solution, anyone, Mr.
Green.

Mr. ACKERMAN. Briefly.

Mr. GREEN. I think Mr. Lieber had a good recommendation. We
believe in competition, Democrat, Republican. We love the free en-
terprise system to work. That is our goal. And if you want the free
enterprise system to work and insurance companies to come into
this market, reduce the $100 million deductible so that compa-
nies—this gentleman, I think, said it well.

His company—if you can only do a $50 million building in New
York, you can’t insure very many buildings. I think, if you reduce
that, smaller companies would come in, and you would have in-
creased competition and increased product.

Ms. MALONEY. Thank you.

Mr. ACKERMAN. Thank you, very much.

With great appreciation to all involved, let me just add one thing
to the mix that we all are going to give some consideration to, and
that is post-event occurrences.

If indeed we do positively consider the chemical, biological, and
radiological losses that might occur, we don’t know exactly what we
are talking about because of things that could happen, depending
on what kind of weapons might be used in the attacks, new things
that come along, and how and when they manifest themselves.

We are all going to have to give some considerable thought to
that. Is there something like in the medical profession where they
have tail insurance that months or years or years or more years
after an event people start getting sick from something that we
don’t even know about today, the results of the unknown, about the
unknown and how we deal with that.

This is something that we may have to take up. This is some-
thing that you may want to think about. In the meantime, we
promised to have the committee out of here and on buses and other
transportation before one o’clock.
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I want to thank this very distinguished panel. You have each in-
dividually and collectively lent to the base of knowledge that we
have as we ponder what we are going to do with the reauthoriza-
tion of this bill.

I thank you for participating. The panel is dismissed with the
thanks of the Chair and the Congress, and this hearing is ad-
journed.

[Whereupon, at 12:25 p.m., the hearing was adjourned.]
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Chairman Kanjorski, Ranking Member Pryce, and members of the Subcommittee, thank
you for the opportunity to testify before you today regarding the terrorism risk insurance
program. My name is Don Bailey. I am the CEQ of Willis North America, Inc., a subsidiary of
The Willis Group (Willis). My testimony today is on behalf of my firm, as well as the member
firms of the Council of Insurance Agents and Brokers (The Council).

Willis is one of the world's largest professional services firms specializing in risk
management, Our 15,400 experienced and highly knowledgeable employees provide a wide
range of strategic and operational risk management services across all industries, worldwide.
The Council represents the nation's leading, most productive and most profitable
commercial property and casualty insurance agencies and brokerage firms. Council members
specialize in a wide range of insurance products and risk management services for business,
industry, government, and the public. Operating both nationally and intemationally, Council
members conduct business in more than 3,000 locations, employ more than 120,000 people, and
annually place approximately 80 percent — well over $200 billion - of all U.S. insurance
products and services protecting business, industry, government and the public at-large, and they
administer billions of dollars in employee benefits. Since 1913, The Council has worked in the
best interests of its members, securing innovative solutions and creating new market
opportunities at home and abroad.

Willis and the members of The Council share your belief that terrorism risk protection is
an issue of utmost importance and a critical element in our Nation’s efforts to confront and
defeat the terrorist threat. The members of this Subcommittee have been leaders in this effort and
we commend you for all of your hard work, including the adoption of the Terrorism Risk

Insurance Act (TRIA) in 2002 and the Terrorism Risk Insurance Extension Act (TRIEA) in 2005.
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Intreduction

It has been more than five years since thousands of our fellow citizens, our friends,
colleagues and family members, were killed in the September 11, 2001, terrorist attacks. For
many Council members, the loss was personal, and our industry lost many good people that
terrible day.

One of the most important of the many steps that Congress and the President have taken
to protect Americans from the effects of terror attacks was the enactment of TRIA in 2002, and
its extension in 2005. Passage of TRIA was critical for individual businesses and for the
economy as a whole. Although the spotlight was on the insurance industry’s capacity to
withstand further terror attacks and to cover terror risks going forward, the national risk was —
and is — much broader. Because insurance provides individuals and businesses with the ability to
take risks essential to the functioning of our economy, constraining that ability would be
economically devastating. TRIA has prevented that from happening. Indeed, not only have
federal funds provided by the TRIA “backstop” never been tapped and not one taxpayer dollar
spent, the program has proved to be an unqgualified success in stabilizing the insurance markets,
allowing insurers to provide much-needed terrorism coverage to consumers at prices they are
able to afford. TRIA is not about protecting the balance sheets of insurers and brokers ~ it is
about protecting commercial policyholders and creating and sustaining a national economy that
encourages investment and development.

When TRIA was originally adopted in 2002, the assumption of many was that the private
sector would be able to create a market for terror insurance coverage and the federal program
would be a stop-gap measure to ensure stability while that market developed. Since that time,

however, it has become clear that the private sector — insurance companies, the capital markets
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and rating agencies ~ have a very limited ability to insure and rate terrorism risks that are only
questionably quantifiable, totally unpredictable and, essentially, impossible to underwrite. This
is further exacerbated with respect to coverage of nuclear, biological, and radiological risks
(NBCR), for which coverage is essentially non-existent even with TRIA in place.

Given these realities, Willis and the members of The Council believe a long-term solution
to the terrorism insurance crisis is essential and that the federal government will have an
important role to play in terrorism risk coverage for the foreseeable future. The insurance market
needs some level of stability and predictability. The prospect of TRIA's demise — or the
uncertainty that would come with periodic renewal or extension of the program every few years
— 1s not viable for the long-term. Failure to implement a long-term or, ideally, a permanent fix
before TRIA expires at the end of the year will not only vastly decrease risk transfer options, it
will expose the U.S. economy to potentially devastating uninsured economic loss in the event of
another catastrophic terrorism attack.

The issue before Congress, then, is not whether the government will be the insurer of last
resort in the event of such an attack, but rather whether the government will work with the
insurance industry to thoughtfully and deliberately develop a plan before an attack to maximize
private sector coverage of the massive damages that will result from a terror strike, rather than
reacting in crisis mode after an attack occurs. Any such plan must encompass NBCR risks that —
today — are almost completely uninsured.

We do not have to look far to see what can happen in the aftermath of a catastrophe in the
absence of proper financial preparation. New Orleans remains a disaster nearly 18 months after
Katrina struck. Pouring billions of dollars into the Gulf Coast in a non-directed and

uncoordinated way has not brought that great American city back. In the event of a terrorist
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attack, we know the federal government will step in to provide assistance, particularly if there is
insufficient private sector relief. But without TRIA or some sort of federal involvement enabling
the private insurance market to be involved in providing terror coverage, you lose all that the
insurance industry has to offer: direct contribution through upfront premium payments, relief
delivery through established claims processes, and a repayment mechanism through policyholder
surcharges after the event. So it is not a question of whether the federal government will pay, but
rather whether the federal government will work with the insurance industry to ensure that the
preparation and response to a terrorist attack is handled in the most efficient way possible.

Better TRIA than FEMA.

Insurance Brokers® Interest in Terrorism Insurance

The role of insurance agents and brokers (producers) in general, and Willis and Council
members in particular, is to help our clients manage risks and secure the insurance coverage they
need to protect them from the risk of loss. We primarily serve the needs of commercial insureds,
who are the major policyholders of terrorism risk insurance. Commercial policyholders are
represented in the TRIA debate by the Risk and Insurance Management Society (RIMS) and the
Coalition to Insurance Against Terrorism {CIAT). These groups are not to be confused with the
Consumer Federation of America (CFA), which, despite its claims, has a much more limited
stake in the issues surrounding terrorism risk insurance coverage. As the insurance experts
closest to insurance consumers and the insurance marketplace, we understand our clients’ needs
and the needs and appetite of the market, and thus bring a unique perspective to the discussion of
terrorism insurance coverage. Commercial insureds need terrorism coverage not just for piece of

mind, but for their businesses. Indeed, in many cases, purchase of terrorism coverage is
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mandatory — it is required to obtain a mortgage or financing for new construction, the expansion
of a business or a new entrepreneurial venture, sometimes by state laws and regulations, and
often by contract.

The most important issue for the broker community, therefore, is maintaining consumer
access to coverage at a price the business consumer can afford. In order to get this access, we
need insurers who are able and willing to provide the coverage. It is clear that they cannot and
will not be able to provide terror coverage without a federal backstop or some other mechanism
to cap their exposure.

Let me be clear: Willis's business is not dependent on any federal backstop. We will
continue to help our clients mitigate their risks with all the best means available. But insurance
is an important component in a comprehensive risk management program, and the availability
and affordability of terror coverage is a critical issue for our clients and the U.S. economy. We
supported TRIA in 2002 and 2005 and do so again today because of our clients’ need for terror
coverage, the lack of capacity in the private market, and the high cost of the small amount of
coverage that was available absent TRIA. For the same reasons, and because TRIA successfully
brought stability to the private market for terrorism risk insurance, Willis and the Council believe
the creation of a long-term or permanent solution to the terrorism insurance affordability and

availability crisis is essential. There is no more important policy issue for Council members.

The Success of TRIA and TRIEA
Since its inception in 2002, TRIA has been incredibly successful in providing the
commercial property and casualty market, and insurance buyers, with increased terrorism

capacity and in significantly decreased prices without costing taxpayers one dotlar. In addition
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to providing readily available and affordable terrorism capacity for U.S. based risks, the program

has also allowed the private market to progressively increase its role in coverage terrorism risks

through retained terrorism exposures under TRIA.

Coverage that is both available and affordable is directly due to the existence of the

federal backstop. Since TRIA’s enactment, as the availability of terrorism coverage has grown

and premium prices have dropped, take-up rates for terrorism coverage have steadily increased.

A brief history of the terrorism insurance marketplace since 9/11 illustrates TRIA's success:

»

Prior to September 11, 2001, terrorism risk was considered minimal and
coverage for terrorism was generally included at no additional cost in most

property and casualty policies.

After September 11 and prior to the enactment of TRIA, terrorism insurance
became almost entirely unavailable, and the small amount that was available
was prohibitively expensive. The lack of coverage for terrorism risk at a time
when the perceived risk was enormous resulted in uncertainties whose effects

rippled far beyond the insurance industry.

In the months after enactment of TRIA, the initial pricing for terror coverage

was high and the take-up was low.

Since that time, the purchasc of terrorism insurance has been steadily
increasing. For example, in 2003, the first full year of the program, less than
40 % of large- and mid-sized U.8. businesses, according to some ¢stimates,
obtained insurance to cover property terrorism risks. That number has jumped

to more than 60% today.
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The increase in take-up rates reflects the increasing demand by America’s
business community for terrorism coverage at commercially viable prices.
Statistics show that the average rates for terrorism coverage dropped 25%
between 2004 and 2005, and another 25% between 2005 and 2006, providing
much-needed stability to the market. This is because of the “make available™
provisions in TRIA and TRIEA. Affordable terrorism coverage has allowed
numerous business transactions that would otherwise have been stalled to go
forward, without threatening the solvency of the parties involved or their
insurers. Policyholders — the businesses of our economy — have not had to deal
with extremely high— and volatile — terrorism insurance costs and have been

able to budget for their business plans.

Statistics also show that terrorism risk is not limited to urban, coastal areas
and is not limited to particular industries. Industry reports indicate that the
take-up rates are high across the country and across industries, and
policyholders are generally willing to purchase terrorism covcrage when it is
available at an affordable price. For companies with a higher perceived risk,
whether due to size, location, industry or other factors, the take-up rates are
even higher. According to industry reports, take-up rates were highest in the
Northeast and Midwest, followed by the South and West. Within specific
industrial sectors, the largest percentage of insureds buying terrorism
insurance were in real estate, financial services, health care, media, hospitality,
transportation and education. Even companies in the sectors with

comparatively low take-up rates — energy and manufacturing, for example —
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each had take-up rates exceeding 30% percent in 2006. These relatively high
rates show not only demand, but that we are making progress toward the
pubtic policy goal of encouraging coverage in affected areas and industries.
By comparison, in California — where the likelihood of a major earthquake
can be better modeled, understood and underwritten — price and complexity

have capped take up rates of earthquake insurance at only 11%.

Where We Stand Now

Unfortunately, despite the success of TRIA and TRIEA in stabilizing the terrorism
insurance market, the basic facts that prompted the enactment of TRIA and TRIEA in the first
place have not changed and still call for federal involvement in providing terrorism insurance
after the expiration of TRIEA. Although the particular ways of federal involvement are open to
discussion, some sort of federal involvement has to be preserved in order to avoid the potentially
devastating effects caused by the expiration of TRIEA. This conclusion will be obvious if we
consider the following facts:

First, the treat of terrorism remains unabated and unpredictable. More than five
years after September 11, we have been fortunate enough to not have had another
terrorism attack on the American soil. Nonetheless, terrorism attacks elsewhere in the
world since September 11 — including the bombings in Madrid and London— remind
us that terrorists could strike any time, at any place. The continuing conflicts in Iraq and
Afghanistan make the security situation even worse.

Sccond, without the federal involvement, reinsurers would be unable to quantify

the risk and would have to effectively withdraw from the terrorismi reinsurance market.
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This conclusion was true when TRIA and TRIEA were first enacted, and remains true
today. The private reinsurance industry paid about two thirds of the roughly $33 billion
insured losses related to 9/11 claims. After September 11 and prior to TRIA, the
reinsurance industry withdrew from the terrorism reinsurance market due to the huge and
unpredictable terrorism risk. Today, despite the success of TRIA and TRIEA over the past
several years, the reinsurance industry estimates that there is only about $6 to 38

billion in global terrorism reinsurance capacity available, and only $1 to $2 billion in
capacity available for nuclear, biological, chemical and radiological (NBCR) coverage.
This current capacity is nowhere near the level needed to adequately insure our economy
against terrorism risk without the TRIA backstop. It is estimated that terrorism losses
could reach $100 billion and that losses from a large NBCR attack in New York City
alone could reach 3778 billion. Without the TRIA backstop, private reinsurers would
want as little exposure to terrorism risk as possible. Indeed, even with TRIA backstop
now, reinsurers are not meeting the capacity demand of primary insurers for their
deductible and coinsurance layers.

Finally, without TRIA backstop or adequate reinsurance coverage from reinsurers,
primary insurers are reluctant to expose themselves to potentially unlimited terrorism
risks. We saw this quite clearly the last time when Congress was debating whether to
enact TRIEA and extend TRIA, in 2005. Back then, primary insurers were including
“springing exclusions™ that would have voided terrorism coverage beginning January 1,
2006, had TRIEA not been enacted. A Moody’s report indicates that 50-75% of all
policies written prior to TRIEAs enactment included such exclusions. Now, with the

possible expiration of TRIEA at the end of 2007, all primary insurers are again asking
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policyholders in the market shopping for policies that run past the end of 2007 to accept
those springing exclusions in their insurance policies. It is obvious that if TRIA were
allowed to expire after 2007, a large percentage of those policyholders who have no
cheices but to accept those springing exclusions would see their terrorism risks

uninsured—and their business plans disrupted or even put to a halt as a result.

Ways Forward

The purpose of my testimony today is not to discuss any particolar plans in details.
We understand that there will be a lot of issues, whether we will choose to modify and
extend the current TRIA program or to create a different long-term private market
solution. We just want to emphasize that the path forward should be carefully chosen
based on considerations of economic realities, and whatever we choose to do, we need to
do it with inputs from all relevant players—the government, the policyholders, the
insurers and reinsurers, and the brokers.

Going forward, there are essentially three options: (1) take no further action and
let TRIA expire; (2) modify and extend the current TRIA program; or (3) take a new
approach aimed at creating a permanent private market solution that allows TRIA to
sunsct.

Considering the inability of the insurance industry to handle terrorism risk on its
own, as discussed in detail above, we believe that the first option is not an option at all.
Simply letting TRIA expire would throw our economy back to the post September 11 and
pre-TRIA era and undo the progress we have made in the past five years under TRIA and

TRIEA.

-11- Doc. # DC- 1839690 v.1 3/2/07 04:41 PM



59

The second option, or the first “real” option, is to modify and extend the current
TRIA program. Extending the life of TRIA, expanding the program to better encompass
NBCR exposures and readjusting its terms to address the changed parameters, will keep
terrorism coverage available and the market and economy stable, which would continue
the positive trends I outlined earlier. For example, we believe the dollar threshold and the
applicable lines of coverage included within the program merit review although any change must
recognize the financial abilities of smaller insurers.

Another option is to create an alternative permanent private market solution. We
are aware of a number of proposals circulating which envision a pooling amrangement.
Such a mechanism could allow the insurance industry to essentially “backstop” itself, by
growing the capacity to handle a catastrophic terrorism attack like those of September 11.
The existence of a terrorism insurance pool and backstop may provide insurers with a
reinsurance vehicle that will allow them to further expand capacity. Growth in capacity
will stabilize prices and decrease the need for the federal backstop over time until the

govermnment’s potential liability is zero.

Conclusion

We have come a long way since TRIA was first enacted. With the help of TRIA, the
terrorism insurance market has been largely stabilized, the terrorism coverage has been steadily
expanding, and the price of coverage has been becoming more affordable. All of this provided
relief that is essential to the smooth functioning of our economy, Best of all, we have managed
to achieve all of this without tapping any taxpayers’ money.

Despite the success of TRIA, now is not the time for the federal government to withdraw

-12- Doc. # DC-1838650 v 1 2107 04:41 PM



60

its involvement in the terrorism insurance market. As seen above, the terrorism threats facing
our country remain significant and unpredictable, our reinsurance industry still lacks sufficient
capacity to address terrorism risks on its own, and the primary insurers are still not willing to
expose themselves to enormous terrorism risks without charging prohibitively high prices.
Allowing TRIA to expire at this time will certainly cripple, if not completely paralyze, a non-
insignificant portion of our economy. It is our duty, we believe, to keep that from happening.

Once again, we commend you for holding this important hearing today.
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Introduction

Chairman Kanjorski, Ranking Member Bacchus, Members of the Committee, thank you
for inviting me to testify today before this Committee. My name is Eric Dinallo. 1 am
the acting Superintendent of Insurance for the state of New York. I'm here today to
provide our views on the role of the federal government in a terrorism risk insurance

program,

The question before us is what is the best way to deal with insurance protection from the
threat of terrorist attack and specifically what role should the federal government play. I
would like to make a couple of general points and then some specific recommendations

about the proposed legislation.

Sadly, the threat of terrorist attack remains very real and there is no reason to believe that
it will end any time soon. In dealing with the appropriate response to this threat, we must
always remember that these are attacks aimed at our country as a whole. New York City
and Washington were chosen as targets on 9/11 in order to have the maximum impact on
the U.S. as a whole. New York City was chosen because it is the financial capital of the
U.S. and the world. The terrorists hoped that by striking at the World Trade Center, they

could with one blow disrupt the entire American economy.

It turned out that they could bring those two buildings down. But they did not destroy our
economy or New York City or our financial markets. There is every reason to believe
that New York continues to be a target for the same reason — hitting New York is a way
to affect the whole country. That is the same reason that other major cities and ports

remain prime targets.

My point is that terrorism insurance is an essential issue for New York. But it is not only

a New York issue, This threat is not limited to our urban or cconomic centers and is not

[ %)
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just a “big city” issue. Any attack, regardless of its location, is an attack on America. An
attack on Wall Street, or the Port of San Francisco, or oil refineries in the gulf coast, or
the Mall of America will not just have a local or regional impact, but will reverberate
throughout the nation with significant ramifications on our national economy. As we
increase security levels at locations that are obvious targets, there is the risk that terrorists
will seek out softer targets in our suburban and rural areas. In other words, the terrorists’
choice of location to attack is simply a function of means and opportunity and our entire

nation is at risk. Any response to this risk must also be national in scope.

The nation appropriately understood the attack on the World Trade Center was an attack
on all of us and appropriately responded by spreading the costs of that attack on all

Americans.

That brings us naturally to insurance. The role of insurance is to allow us to share or pool
risk. We all buy home insurance so that if one of us has a fire, the loss does not wipe that
one family out. The insurance industry has developed very sophisticated models to
determine the risk for any given type of loss so that they can charge appropriately to

provide a given type of coverage.

The problem with terrorism is that it is by its intention unpredictable. Insurers set prices
or premiums by looking at past experience to predict future size and frequency of losses.
But they lack such information about terrorist attacks. Some information is for very good

reasons kept secret by government agencies.

We have been fortunate in that our experience with terrorism is limited, but the paucity of
data on terrorism, as well as the potential magnitude of loss in the hundreds of billions of
dollars, hinders the insurance industry’s ability to appropriately price and provide such
coverage. But even if you could build a database of all past terrorist attacks, there is no
reason to believe that such past information would be of significant help to accurately
predict future attacks and their frequency. The goal of terrorists is to {find new ways to

attack that will cause the most possible damage and disruption
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Let’s look at what that means concretely. One way to look at pricing for risks is by using
a curve fo represent all the possible losses. The bottom or horizontal line represents
different possible losses — the farther out the line to the right, the larger the loss. The
vertical line represents likelihood of each amount. Lower losses are relatively likelier
because terrorist acts are rare. The curve lets you determine the mean or average loss and

the industry will use that to set its premiums.

The problem is that terrorism adds a very long tail to the curve. Terrorism adds a smail
number of possible losses that are very, very large. For example, in March 2006 the
American Academy of Actuaries provided a statement estimating that a large NBCR
(nuclear, biological, chemical or radiological) event in downtown Manhattan could cause
insured losses (property/casualty and group life insurance) of $778 billion dollars.
Obviously, even a small number of huge possible losses of that size will substantially

increase the mean, pushing premiums to unaffordable levels.

What the federal backstop does is eliminate the very, very large losses and thus cuts off
the tail. That substantially reduces the mean and thus reduces premiums that insurers

must charge and makes them more affordable.

Let’s look at the alternative which some advocate, a pure market solution to terrorism
insurance. What that would mean is that insurers would have to charge to cover the
largest potential risks. Prices would have to rise substantially. Effectively, only those who
absolutely had to buy terrorism insurance would do so. This is known as adverse
selection. For example, when this happens in health insurance, only the very sick buy
health insurance and the cost gets higher and higher for those who most need the

coverage.

So, only businesses in New York City, Washington, Chicago, Houston and other large
cities scen as targets would buy terrorism insurance. Thus, instead of the risk being
shared or pooled, it would be concentrated. That would increase the cost of doing

business in our largest cities and hurt their ability to compete with cities in other
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countries, especially those which do provide a govemment backstop for terrorism

insurance.

That assumes that the private market would even be willing to offer terrorism insurance.
Given the huge risks and the lack of information, many insurers would simply not offer

coverage or price it so high that it would amount to the same thing.

People have a healthy skepticism about any kind of subsidy. Critics fear that the
government's assistance will encourage risky behavior, In other words, people will take
risks they would not otherwise take because they don’t have to consider the true cost.
Economic theory calls that moral hazard. In tnsurance, that is called morale hazard. 1t is
to reduce morale hazard that, for example, people who smoke cigarettes pay more for life
insurance and auto insurance policies have deductibles to discourage reckless driving by

insured motorists.

But the people of New York didn’t make a bad decision by choosing to make our city the
world financial capital. The fact that New York is the financial capital of the world is not
a risk factor that can or should be mitigated. In fact, having the world financial capital in

New York and not in another country is a very major asset for all Americans.

New Yorkers take rational steps to reduce the risk of terrorism. New York State and its
business community spend billions of dollars to prevent future terrorism related risk,

despite the presence of TRIA.

But there is no way to completely avoid the risk. It is not a realistic to spread the financial
services industry throughout the country, so there is no one financial capital vulnerable to
attack. There are still many strong benefits to concentration. That’s why the competition
for New York comes from other financial centers, such as London, Tokyo and Hong
Kong. And if New York is no longer the world financial capital, the alternative is not
going to be another city in America, it’s likely to be one of those foreign cities that are

already competing for that title,
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I don’t believe in letting the insurance industry completely off the hook. Quite the
opposite, it is essential that we continue to take measures to increase the private markets
ability to take on as much terrorism risk as possible. The current legislation does give the
industry a substantial role. That’s appropriate and we should continue to work to increase
it. For example, I would like to see the reinsurance industry get involved. That’s more
difficult because reinsurance is largely unregulated. I think it would be a mistake to hold
up this legislation until we find a solution to that problem. But I am eager to work with

others on solutions.

So now let me turn fo the specific issues surrounding the proposed legislation. Given the
vital role that the Terrorism Risk Insurance Act (TRIA) and the Terrorism Risk Insurance
Extension Act (TRIEA) have played in ensuring the affordability and availability of
terrorism insurance in the market, and by extension the overall US economy, we cannot
and should not lower our economic preparedness by allowing TRIEA to expire without

an appropriate federal backstop being in place on January 1, 2008.

The Economy Depends on Terrorism Insurance

Today, TRIEA is quickly approaching its expiration date. Our commitment to the need
for a federal backstop as an essential underpinning of our national economy has not
changed. My fellow State commissioners and I continue to believe the United States
economy remains vulnerable to terrorist attack and requires insurance to help manage
exposure to that very real, very unpredictable, and very volatile risk. If some federal
backstop is not in place by January 1, 2008, we may revisit some of the same market
disruptions and economic uncertainties we faced in the afiermath of September 11! -
especially since the private market still does not have the means and the capacity to
appropriately address this exposure and its magnitude. Without a federal backstop,
property insurance, especially in our urban cities, will become unavailable or
unaffordable, Trophy properties across the nation, including hospitals, stadiums, and

government buildings, will be significantly impacted and real estate and construction
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projects could come to a standstill. The uncertainty surrounding the expiration of TRIEA
also affects our competitive position internationally. Other nations with serious terrorism
problems have permanent programs in place to ensure terrorism insurance is available. A

long-term American solution to the terrorism exposure is long overdue.

TRIA and TRIEA have worked exactly as intended by making terrorism coverage
available to those who need it. More businesses are insured for terrorism now than ever
before, as evidenced by an increased take-up rate (that is, the rate at which companies
have purchased terrorism insurance coverage) for terrorism coverage since the passage of
TRIA. As mentioned in the President’s Working Group on Financial Markets (PWG)
report on ferrorism insurance, the “take-up” rate has increased from 27 percent in 2003 to
nearly 60 percent in 2005, while the cost for that coverage represents about 3 to 5 percent
of the total cost of property coverage. Indeed, in areas of perceived high risk -- the
commercial real estate, construction, and financing markets among others -- depend on
the availability of terrorism insurance coverage that likely would not exist without a

federal backstop.

Terrorism Insurance Depends on Private Market Partnership with the Federal

Government

As I indicated before, insurance depends on an estimation of future loss costs which in
turn depends on an understanding of frequency and severity for a particular event. While
insurers, reinsurers, risk modelers and others have made strides in improving their tools
for deriving this information, it is still impossible to accurately apply insurance principles
to the risk of catastrophic terrorism. The notion of frequency, in particular, is very
difficult to estimate because a terrorist attack is not a random event. The events of
September 11, orchestrated by a mere 19 terrorists, illustrate the severity of terrorism
cvents. It was the third costliest insurance event in modern times resulting in nearly $21
billion in losses.. When considering these events in the context of a nuclear, biological,
chemical, or radiclogical (NBCR) event, the severity becomes even more troubling. The

NAIC held a public hearing on terrorism insurance matters in March 2006 at which the
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American Academy of Actuaries provided a statement estimating that a large NBCR
event in downtown Manhattan could cause insured losses (property/casualty and group

life insurance) of $778 billion dollars.

As Congress considers the ramifications of what a $778 billion dollar event would do to
the insurance industry, it is important to have an understanding of the capacity of the
market. As the PWG report also noted, the capacity of the market has increased since
2001. Insurance capacity is generally measured by determining the amount of capital
available to insurers to support their policy writings. Using that measure, NAIC data
shows that in 2005 aggregate capital for property and casualty insurers was $427 billion.
It should be noted however, that that number is the total capacity for the market, for all
property/casualty lines. Less than half of that capital is used to support the insuring of
commercial enterprises, and the capacity of any one company is far less. Unknown
frequency, coupled with the potential for severe losses, make it virtually impossible for

insurers to provide coverage for acts of terrorism.

We believe the presence of the federal backstop has provided an appropriate mechanism
for the insurance industry to make vital terrorism coverage widely available to American
businesses. By requiring insurers through the “make available” mechanism to offer
coverage for acts of terrorism they otherwise might not have offered, the federal backstop

has been successful in bringing certainty to the insurance marketplace.

As was the case when the initial program was set to expire in 2005, insurance companies
and insurance contracts are already affected by the possible expiration of the current
program. Terrorism insurance coverage as insurers offer it today is typically contingent
on a federal backstop, and insurers will again place limitations on commercial policies to
exclude terrorism coverage if a federal backstop no longer exists. These limitations will
greatly reduce terrorism coverage in the states that have approved them. In those states
that have rejected these coverage limitations, insurers will have to make the difficult

cheice of writing the coverage and accepting the potentially catastrophic terrorism
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exposure or not writing it at all. This could lead to availability and affordability problems

down the road.

Congress Should Continue A Terrorism Risk Insurance Program

TRIA and TRIEA are examples of a partnership between the private and public sectors to
solve a problem that neither can handle alone. Given our economic dependence on
terrorism insurance, and in the absence of a private market solution to make managing
this risk practical, I urge immediate action by Congress on a federal measure to ensure
continued marketplace stability when TRIEA expires at the end of 2007. Because some
terrorism risks are largely uninsurable without a financial backstop, state regulators are
very concerned that significant market disruptions will develop before the program’s

expiration, due in part to timing of the business cycle for insurance renewals.

The commercial insurance business cycle operates in such a way that insurers and their
policyholders are required to make decisions now that extend well into 2008. These
decisions must reflect the possibility that a federal backstop may cease to exist. For this
reason, state insurance regulators have observed widespread insistence by insurers that
conditional policy exclusions for terrorism coverage be included in renewal policies.
This is the same situation we encountered in the aftermath of September {1, which
prompted enactment of TRIA. While this particular dynamic is not present in the New
York marketplace, the few states that have not allowed insurers to file coverage
limitations fear that without a federal backstop, insurers will be unwilling to underwrite
many businesses that want appropriate and reasonably priced terrorism insurance
coverage. In my own state, New Yor, since conditional policy exclusions for terrorism
are not permitted, as we draw closc - to the December 31 sunsetting of TRIEA, some
insurers may review individual und rwriting decisions on annual policies that renew
throughout 2007, since the possibility »f termination of the federal backstop may result in

unlimited exposure in 2008.
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To address this situation Congress should act to ensure the existence of a federal backstop
program. As the private market continues to improve its tools and resources to manage
terrorism risk, there may be an opportunity for the private market to assume more risk.
And let me be clear, I am not satisfied that private insurers are doing all they can or
should do in this area. But even if they were doing everything they should, given the
potential for such enormous losses, a federal backstop at the extreme catastrophic level
would still be necessary. An individual terrorist attack on American soil may only
directly or physically affect a finite area or group of people, but the American public and
the federal government have made it clear that we will interpret and respond to any such
attack as an attack on our nation as a whole. Knowing that this is and will continue to be
the case, a federal role in partnering with the private market to insure acts of terror is an

inevitable and therefore ongoing obligation.

The NAIC Continues to Work on Terrorism Insurance Solutions

Following enactment of the Terrorism Risk Insurance Act (TRIA), the National
Association of Insurance Commissioners (NAIC) established a Terrorism Insurance
Implementation Working Group, chaired by New York, that has worked closely with the
Treasury Department and insurance companies to successfully implement TRIA's
provisions, as well as to monitor the impact it has had on the insurance marketplace. The
Working Group continued that involvement in 2005 when the program was set to expire
and supported its extension through the Termrorism Risk Insurance Extension Act
(TRIEA).

My fellow commissioners and I, once again, stand ready to assist Congress in developing
an appropriate method for continuing a federal terrorism reinsurance backstop. The
NAIC continues to discuss the challenges of terrorism insurance at its national meetings
and in public hearings, and we are committed to maximizing the participation of the
private matket in this obligation. As Congress contemplates the expiration of the current
pregram, there are a few issues and concepts that should be considered ia addition to, or

in conjunction with, a federal reinsurance backstop:
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Length of Program

The duration of any successor program to TRIEA should be long enough to provide
sustained stability that reflects the commercial insurance cycle as well as sufficient time

and means for the private sector to build the appropriate capacity.

Domestic Terrorism

Any successor program to TRIEA should not make a distinction between domestic and
foreign acts of terrorism. Both types should be covered. The effects of a terrorist act will
be equally devastating regardless of whether such act was perpetrated by an American
citizen or foreign national. I urge you to give this matter serious consideration in light of
the fact that many perpetrators of the London train bombings last year were bormm and

raised in the UK and are British citizens.

Tax-Deferred Catastrophe Reserves

One concept that could potentially allow for more private market terrorism insurance
capacity, and therefore a lessening of the government’s role, is the development of tax-
deferred catastrophe reserves. Currently, terrorism premiums collected by an insurer, in
the absence of any terrorism losses, become part of the insurers profit and can be paid out
in dividends. There are no current requirements for insurers to set aside such premiums
in reserves and in fact, federal taxation rules provide insurers with no incentives to create
such reserves. By establishing tax-deferred reserves that could be used only for
catastrophic losses of a certain magnitude, companies could be encouraged or required to
hold a portion of that meney and let it grow over time. In essence, private insurers could
create their own backstop funds that would be available for catastrophic events, Tax-
detirred reserves would put more of the responsibility on policyholder dollars, which are

correlated with risk, rather than taxpayer doilars, which are not correlated with risk.
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Although challenges exist in how these reserves are structured and monitored, they are

common throughout the world for various catastrophic policies.

Workers’ Compensation and Group Life Insurance

There are two major types of insurance that cause insurers special concern about whether
they can continue to underwrite them without some form of partnership with the federal
government. Workers® Compensation and Group Life Insurance are vulnerable to
geographically centralized events and this problem can not be addressed solely by the
private market. Workers’ compensation is a property-casualty product that provides
coverage for work-related injuries, illness, and death. It covers lost wages, provides
unlimited medical benefits and, in most states, provides rehabilitation benefits to get
injured workers back on the job. In the event of death on the job, worker’s compensation
provides monetary death benefits to the surviving spouse and children. It also provides
employers with liability coverage if an employee pursues legal action against an
employer in court. Workers’ compensation is currently included under the federal
backstop.

State laws do not allow an insurer to exclude or limit worker’s compensation coverage,
except as permitted by state law. As a result, an insurer underwriting this risk without
adequate reinsurance is subject to a large potential loss if there are a significant number
of employees at a single location. The American Academy of Actuaries estimates that “‘a
modest-sized insured with 200 employees could easily generate a terrorism related event
of 350 million. This presumes death of all employees and a typical death benefit of
$250,000 per employee."” The absence of a federal backstop program could cause
significant instability to the workers’ compensation market due to the potential effect of

terrorism losses.

! American Academy of Actuaries, P/C Extr me Events Committee May 4, 2604 Report, P/C Terrerism
Coverage: Where Do We Go Post-Terrorisr Risk Insurance Act?, Page 14.
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Like workers’ compensation, Group Life Insurance coverage is vulnerable to geographic
risk concentration problems. For example, if a business has 1,000 employees at a given
location, the pricing employed by life insurers for group products probably assumes that
three or four employees might die in a given year. If instead, a location with 1,000
employees is hit by a terror attack and all of them die, the insurer has an enormous

financial exposure from a single occurrence.

Unlike worker’s compensation, there is no statutory requirement for group life that
prohibits an insurer from limiting available coverage for acts of terrorism in some
fashion. However, insurance regulators are not inclined to approve exclusionary or
limiting language in those states that have approval authority over the wording in
traditional group life insurance contracts. Further, employers are refuctant to purchase
coverage that contains such exclusionary language and employees would not be able to
rely on such coverage in their financial and estate planning. Although there is some leve!
of private reinsurance available for group life coverage, it is not sufficient to cover
catastrophic terrorism losses. Given the potential solvency threat that a major act of
terrorism would present to group life insurers, the NAIC adopted a resolution in June

2005 urging Congress to include group life coverage in any federal backstop program.

Insuring Nuclear, Biological, Chemical, and Radiological (NBCR) Events

In Japan in 1995, domestic terrorists orchestrated a sarin nerve gas attack in the Tokyo
subway system that killed twelve people, injured nearly one thousand, and caused
massive disruptions to the city. This was the work of just ten men with only a few liters
of sarin gas. Our country has thankfully avoided a massive NBCR terrorism event, but
we would be naive to assume that such an event is beyond the realm of possibility.
Indeed, the Congress knows all too well the reality of chemical or biological attacks. Just
weeks after the events of September 11, two Senate offices and several media outlets
were contaminated by anthrax-laced letters that resulted in five fatalities and seventeen

persons becoming ill. These events were relatively small in scale and complexity, and as
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noted previously in this testimony, a large-scale NBCR event in a densely-populated

urban area like Manhattan could result in insured losses of $778 billion.

In September 2006, the Government Accountability Office (GAO) released a report
concluding that the NBCR risk dees not match the principles of insurability. There is
little appetite in the private market to insure it even with the presence of a federal
backstop, and even in a non-terrorism context. Private insurers currently structure their
policies to exclude NBCR events, except where coverage is expressly required under
state law, such as with workers’ compensation coverage. However, the potential
catastrophic nature of the NBCR risk poses a serious threat to policyholders and our
national economy. I encourage you to consider inclusion of terrorist related NBCR losses
in any backstop that becomes effective next year. Inclusion of the NBCR risk should be
structured so as to leverage the private market’s ability to issue policies and settle claims
while recognizing the private market’s difficulty in overcoming the challenge of
insurability. The threshold of retention for NBCR risks should be much lower than for

other risks but set at a level to ensure private market participation and responsibility.

Responsibility of Policyholders and Insurers

Some have argued that federal involvement in terrorism insurance has stymied the
development of private market solutions and personal responsibility on the part of
commercial policyholders. As my predecessor, Howard Mills, stated to this Committee
in 2005, in New York State and indeed throughout the country we see little evidence to
support this conclusion. To the contrary, the evidence demonstrates that owners have
invested heavily in strengthening disaster preparedness and response efforts in the wake

of the 9/11 terrorist attacks notwithstanding the existence of a federal backstop.

For example, since 9/11, most large commercial and many multi-family residential
buildings in New York and elsewhere regularly subject entrants to security checks before
permitting entry. Sensitive locations may even require visitors to submit to background

checks prior to entry. Structural design has also changed substandally in response to the
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terrorist threat, not the least of which is the ubiquitous use of barriers to thwart vehicle-

borne explosive devices.

The country has taken steps to improve airport and aircraft security and to harden many
of our commercial enterprises and government facilities, but we still remain vulnerable to
another terrorist attack with a potential magnitude that dwarfs the insurance industry's
capacity to respond. The steps taken to mitigate losses may alse result in
countermeasures by terrorist that could lead to attacks on buildings or infrastructure that
we might not have previously considered targets. This inescapable reality demonstrates
the need for a federal backstop to help in dealing with potential losses of this magnitude.
Clearly, loss control must be a part of any long-term solution in the private sector to
manage terrorism exposures, but such mitigation techniques do not address the issue of
financing the catastrophic losses should they occur. No amount of mitigation can result
in foolproof guarantees that losses will not occur. Terrorism coverage in today’s world is
an integral part of any business’s risk management efforts. Without a federal backstop we
could face market disruptions, and terrorism insurance will likely become less affordable

or even unavailable to consumers.

Conclusion

I strongly urge Congressional action to ensure a sustained and stable marketplace for
terrorism insurance by providing a federal backstop program. Such a program should
cover foreign and domestic events, expand coverage to group life insurance, and provide
a mechanism to leverage the private market strengths in covering NBCR risks. Terrorism
insurance is crucial to the healthy functioning of the American economy, and in the

absence of private market capacity, federal involvement is essential.
My Office stands ready to assist Congress in developing an appropriate federal terrorism

insurance program. Thank you for inviting me to testify and for considering the views of

state insurance regulators as you move forward on this crucial issue.

15
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t would like to thank Chairmen Kanjorski and Frank for holding this hearing on the need to extend
the Terrorism Risk Insurance Extension Act, an important and very successful public-private
partnership. My name is Roger W. Ferguson. | am chairman of Swiss Re American Holding
Corporation, a member of the Executive Committee and Head of Swiss Re Financial Services.
Swiss Re, the largest reinsurer in North America and the world, is a member of the American
Council of Life Insurers and the Reinsurance Association of America.

TRIEA may be analyzed from many different perspectives. As an economist, I'd fike to share a
{ew thoughts about why this public-private partnership is critical to'an important segment of the
US economy. My argument has three parts. First, terrorism does not have the usual
characteristics of an insurable risk. Second, industry capacity is insufficient to handie the losses
that would arise from a major terrorist event. And third, the government has created an implicit
backstop already. From thoss three points, | conclude it is better public policy to have an explicit
Federal backstop for the terrorism insurance market.

Competitive private markets generally lead to the most productive allocation of resources.
Nonetheless, markets sometimes fall to function efficlently, creating a waste of resources and the
toss of economic value. Terrorism insurance and reinsurance are businesses prone to market
failure because tarrorism risk is largely uninsurable for the following reasons:

« First, terrorism risk cannot be measured satistactorily because terrorist events are willful
acts undertaken by parties who wish to confound those who study them. The historical
data on these events is scarce and of little relevance in predicting future events. There is
no reliable model that measures terrorism risk.

» Sacond, terrorists’ coordinated large-scale attacks can causs loss occurrences to be

" correlated over time and across business lines. This makes the risk difficult to diversify.
The vast loss potential of terrorist events further undermines the private insurance
industry’s ability to diversify its terrorism risk exposures. :

» Finally, due to adverse selection, terrorism insurance may become unaffordable in the
major urban areas, where the need for coverage is greatest.

After 9/11 highlighted these dimensions of terrorism risk — its unpredictability, high correlation of
loss occurrences and large scale of potential losses — insurers withdrew from the market. Ina
clear case of market failure, real estate projects, particularly those in target areas such as New
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York, were delayed or canceled because insurance could not be secured. This economic
domino effect ultimately resulted in the loss of jobs.

Aslide from the fact that a terrorist event does not have the usual characteristics of insurability,
the potential scale of the risk makes it difficult for the private sector to manage on its own.
Although the US property/casualty sector has an aggregate surplus of more than $400 billion and
writes niearly $500 billion in annual premiums, it lacks the resources o cover large-scale terror
events. Only a small fraction of industry premiums and surplus is available to cover terrorism
losses because this money must also be available to repay policyholders for losses due to other
insured risks such as workers’ compensation, product liability, fires and earthquakes.

We cannot look to Insurance-linked securities (ILS) o provide substantial terrorlsm risk coverage,
at least for the foreseeable future. ILS investors have many of the same concerns about
terrorism risk as insurers and reinsurers. Consequently, no pure terrorism bond has yet been
issued. The most mature ILS segment, catastrophe bonds and sidecars (a variant on cat bonds),
had $10 bition of issuance in 2006, an amount dwarfed by the potential size of insured losses
from a large terrorism event.

Many observers believe that the government would ba forced to provide aid to individuals,
insurers and other businesses who suffer devastating losses from a terrorist eévent, even if they
have not purchased insurance. There is ample precedent 10 suppon this belief. Thus, even
without an explicit terrorism risk backstop, the government provides an implicit backstop. The
absence of an explicit program distorts incentives and increases the likelihood of misspending
funds. Confusion about whether the government would step in Is clearly not constructive.

An explicit government terrorism risk backstop offers numerous advantages. First, it reduces
ambiguity both pre- and post-event and enhances transparency by making it clear who will pay
how much for what, should an event occur. This clarity makes it easier for insurers to price risks
more fairly and strengthens the incentives to mitigate risks and to purchase terrorism insurance.
Second, a broader societal sharing of terrorism risk makes lower premium rates possible, Third,
by reducing uncertainty, a backstop reduces the risk of financial market disruption in the wake of
‘an attack.

Finally, I'd like to make a somewhat academic but important point. Please consider fora
moment whether an explicit backstop might reduce the “gains to terrorism”. A goal of terrorists is
to undermine a soclety through confusion and fear. A major terrorist attack will likely have
negative externalities, or spillover effects, on the economy. A government backstop mitigates
these losses by: keeping insurers solvent; assuring that insured victims of attacks receive policy
benefits promptly; and by preventing a run on insurers and their forced sale of securities. A
backstop that provides contingent resources reduces the cost of disruptions and the gains to
terrorist acts. Gradually, it may become apparent that terrorist events are less disruptive than
attackers had hoped. The prospect of a smaller “payoff” for their activities may conceivably
reduce the incentive for tarrorists to act. .

A viable terrorism insurance market with adequate capacity reduces the level of uncertainty
betore and after a terrorist attack occurs.  Certainty, security, stability and respect for property
rights are public services critical to society. This is why governments provide law enforcement
and national defense.

In closing, insurers, Swiss Re among them, generally agree that TRIEA has done a good job of
stabilizing the terrorism insurance market. There are, however, several elements that undercut
the law’s benefits.

+ First is the distinction between certified acts of terrorism, which TRIEA covers, and non
certified acts, which it does not. This distinction creates areas of ambiguity that makes the
law's protections less certain and therefore less effective.
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* Second is the law’s impermanence. Uncertainty regarding whether the backstop will be
renewed every two years taxes the energies of lJawmakers and insurers, which can better
be spent on finding permanent solutions to the challenges that terrorism poses.

« A final point of note is the exclusion of group life from TRIEA's covered lines. Group life
business, like worker’s compensation, contains a significant concentration of risk.
Moreover, group life insurers are not free to manage their risk through terrorism
exclusions. Most state regulators do not allow it. A very large scale attack can cause a
massive number of mortality claims that threatens the stability of even the leading group
lite insurers. In view of this, group life should be part of an effective Federal backstop.
Group life insurers have asked that a separate recoupment mechanisms be created for
group life insurers. This seems logical and reasonable.

The US is not alone in providing a government backstop. Many other countries have government-
backed terrorism insurance programs. To help meet the threat that terrorism poses ina
proactive, economically efficient manner, we ask this Subcommittee to craft a permanent public-
private response that builds on the strengths of the insurance industry and of the government.

Thank you for the opportunity to express our views on this very important matter.
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Introduction

Good Morning. My name is Steven K. Graves and | am Managing Director and Chief
Operating Officer for Principal Real Estate Investors, the dedicated real estate group for
Principal Global Investors. | also serve as Vice Chair of the Commercial Real
Estate/(;\ﬂultifami!y Finance Board of Governors of the Mortgage Bankers Association
{MBA).

Principal Real Estate Investors is one of the nation’s largest commercial real estate
lenders with $22 billion in mortgages under management and administration.
Consequently, my organization is a major stakeholder the future of the Terrorism Risk
Insurance Extension Act of 2005 (TRIEA). In fact, because of TRIEA, | am pleased to
report that terrorism insurance is in place for over 90 percent of the commercial real
estate morigages that my company administers. However, with the expiration of TRIEA
looming at the end of this year, Congress must take action to implement a long-term
terrorism insurance solution.

The objective of my presentation today will be to provide you with a window into the
commercial real estate finance sector that highlights the important role terrorism
insurance plays for both the origination of new loans (originations) and the ongoing
servicing of existing loans (servicing) and the severe challenges faced by our industry
when there is a lack of available and affordable terrorism insurance. In addition, | will
discuss the elements of a long-term terrorism insurance solution that MBA is
advocating.

TRIEA Has Worked

From the perspective of the commercial real estate finance industry, TRIEA has been
an unqualified success for increasing the availability and affordability of terrorism
insurance. In fact, a study performed by MBA in 2004 revealed that 84 percent of the
surveyed commercial real estate debt outstanding had terrorism insurance in place.

The study collected information on more than $656 billion in outstanding commercial
and multifamily loans, representing (at the time) 32 percent of the total
commercial/multifamily mortgage market. { have attached this study as part of my
testimony. The average loan size in the survey was just over 35 million. The survey
also revealed that there were nominal differences (1 percent) in the average loan size of
all loans in the survey (both loans with and without terrorism insurance) and the average

' The Mortgage Bankers Association’s (MBA) commercial/multifamily real estate finance division
represents over 725 companies operating across the U.S. and internationally. As the premier
organization, representing more than $2.845 trillion in mortgage debt cutstanding and $345 billion in
annual originations, we represent the entire commercial/multifamily mortgage market including: mortgage
companies, mortgage brokers, commercial banks, thrifts, Wall Street conduits, life insurance companies
and others in the commercial/multifamily mortgage lending field. MBA's commercial/multifamily division
promotes fair and ethical landing practices and fosters professional excellence among real estate finance
employees. it provides industry research, advocacy oufreach, networking opportunities to help its
members speak to peers, a variety of publications, professional development and education, and overall
assistance to its members to help them run their business more effectively and strategically. For
additional information, visit the commercial/multifamily real estate finance page on MBA's Web site:
www.mortgagebankers.org/cref.
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loan with terrorism insurance in place. This counters the popular belief that terrorism
coverage is only necessary for high valued “trophy properties™ located in high-profile
markets,

The chief factor behind the success of TRIEA is the “make available” provision. The
“make available” provision in the Terrorism Risk Insurance Act of 2002 (TRIA} and
TRIEA requires insurers to offer terrorism coverage for insurance lines eligible to
participate in the federal terrorism reinsurance program. Also within the MBA study,
respondents estimated that if insurance companies were not mandated to provide
terrorism insurance, approximately 80 percent of that $656 billion in debt in the study
would not have had terrorism coverage. In fact, most currently available terrorism risk
insurance policies are directly conditioned to the TRIEA "make available” provisions,
Thus, if the “make available” provision was excluded from a long-term or permanent
terrorism insurance solution, a wide range of borrowers and commercial real estate loan
servicers would be caught between their confractual obligations to have terrorism
insurance in place and a lack of available terrorism insurance.. Accordingly, MBA
strongly encourages Congress when contemplating a long-term lerrorism insurance
solution to include a “make availabie” provision.

Commercial/Multifamily Real Estate Finance Sector is Vital to the U.S. Economy
With $2.845 trillion in debt outstanding, the commercial/multifamily real estate debt
sector is an integral and large part of the national economy. This debt finances the vast
maijority of office, retail, industrial and multifamily buildings. These buildings house the
businesses that are the engines for the nation’s vibrant and diverse economy. A lack of
available and affordable terrorism insurance, would not only impact the commercial real
estate finance sector, but would ripple through the economy as buildings became more
difficult and costly to finance and purchase. Consequently, available and affordable
terrorism insurance is not only linked to the vitality of the commercial real estate finance
sector, it is also a key element in the strategy for reducing the nation's vulnerability to
the impacts of a terrorist attack.

T rrorism Insurance is Important to the Commercial/Multifamily Finance Sector
The availability and affordability of terrorism insurance affects the
commercial/multifamily real estate finance industry in two fundamental ways; it affects
the more than $345 billion in annual originations the industry processes and it also
affects the $2.845 trillion in commercial/multifamily mortgage debt outstanding.?
Originations are comprised of loans that fund new commerciai/multifamily projects and
refinance existing commercial/muitifamily projects.

When terrorism insurance coverage was not available for new projects in the aftermath
of September 11", many new construction projects were delayed and/or cancelled. The
negative impact of these delays and cancellations on the national economy were
rightfully spotlighted by the media. However, this lack of available and affordable

2 For originations, the latest MBA survey, 2005 Gommercial Real Estate/Multifamily Finance: Annual
Origination Volume Surmmation, indicated that the top 125 commercial/mulitifamily finance firms originated
$345 billion of commercial/multifamily loans during 2005.
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terrorism irisurance does not only impact originations, it also has a major impact on the
existing $2.845 trillion in outstanding commercial/multifamily debt. Consequently, both
areas will be addressed in my statement.

Typical commercial mortgages are made on an 80 percent loan-to-value (LTV) ratio,
which means that at the time of loan origination 80 percent of the property value is
reflected in the mortgage held by the lender and the remaining 20 percent is owner's
equity. Commercial real estate lending is typically non-recourse, meaning that in the
case of a mortgage default the lender can only ook to the underlying value of the
property to recover its mortgage balance, not the assets of the owner. Because most
commercial real estate lending is non-recourse, lenders have an acute interest in
preserving and protecting asset value. In order to protect their interest in their
commercial real estate assets, lenders place paramount importance on requiring and
verifying that uninterrupted insurance coverage, including terrorism insurance, is in
place for the life of the loan.

The commercial/multifamily side of the mortgage industry includes transactions made
by commercial banks, life insurance companies and individual and institutional investors
through commercial mortgage-backed securities (CMBS). CMBS are comprised of
commercial/multifamily mortgages that are pooled together and sold off in the form of
securities, similar to how residential mortgages are securitized.. Currently, 20.5 percent
of all commercial mortgage debt is in the form of CMBS. Over the past several years,
CMBS and commercial mortgage loans have outperformed other asset classes, such as
corporate bonds. These investments, therefore, are a part of chief investment officers’
permanent allocations and the retirement accounts and/or pensions of many people on
fixed incomes. As was demonstrated after the September 11" attacks, a lack of
terrorism insurance can lead to rating agency downgrades of CMBS. Such downgrades
have the potential to negatively impact the performance of a wide variety of mutual
funds that include CMBS in their portfolios.

When commercial insurance carriers excluded terrorism insurance coverage prior to the
enactment of TRIA, the risk of a catastrophic terrorism loss shifted from the insurance
industry to the commercial real estate finance industry. For this reason, lenders and
loan servicers who bear a fiduciary responsibility to investors and funding sources have
the greatest standing among all industries in assuring broad availability and affordability
of terrorism insurance. Commercial real estate lenders and their servicing firms will
experience serious operational difficulties with regard to their existing portfolios if a
terrorism insurance solution is not created before TRIEA expires. As the frade
association representing the largest concentration of commercial/multifamily lenders
and servicers, MBA is uniquely positioned to represent the full breadth and depth of the
commercial/multifamily finance industry.

Commercial real estate lenders have underwriting requirements that mandate terrorism
insurance be in place as a condition for funding the loan. Should terrorism insurance
become unavailable due to the sunset of TRIEA, lenders would be faced with the
decision of violating their underwriting requirements or no longer funding loans. The
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large scale cancellation of new construction projects and funding of new loans in the
aftermath of September 11" strongly indicates that lenders in the absence of available
and affordable terrorism insurance would dramatically curtail their lending activity, which
would negatively impact new commercial real estate construction.

Role of the Servicer

For the $2.845 trillion in commercial mortgage debt outstanding, the servicer plays a
vital role. The role of the commercial/muitifamily loan servicer commences the day the
loan is closed and ends when the loan is paid off. Between these events, the servicer is
responsible for activities such as collecting and dispersing loan payments, administering
escrow and reserve accounts, preparing financial reports, monitoring and inspecting
collateral, transferring ownership and default administration. Collectively, these
responsibilities ensure that the underlying collateral is being properly maintained and
the cash flow from mortgage payments is being properly disbursed.

Servicers bear the fiduciary responsibility, as described in transaction legal documents,
of ensuring that required insurance coverage, including terrorism insurance coverage, is
in place during the life of the loan. Servicers are required to verify adequate insurance
is in place on an annual basis, not just at the inception of a loan.

In the case of terrorism insurance coverage, there is significant risk for servicers not to
be able to meet their fiduciary responsibility to verify that terrorism coverage is in place
on an annual basis. In the aftermath of September 11", insurers dropped terrorism
insurance coverage and did not notify lenders or servicers when new annual insurance
contracts were issued. This lack of notification or fransparency placed a huge liability
an lenders, who are listed on insurance contracts as co-payees or additional insured.
This left servicers with the responsibility of having to review every insurance contract for
each loan fo verify that terrorism coverage was in place. This process was greatly
complicated by not having a transparent process in place for insurance companies to
notify servicers and lenders that terrorism coverage was in place. MBA seeks to
preserve notifications to all policy insureds during the life of the loan, which is critical to
effectuating information transparency and protection o property owners, lenders and
investors.

Long-Term Terrorism Insurance Solution

MBA will be evaluating specific long-term terrorism solution proposals based on a set of
principles that will ensure adequate insurance for terrorism, as required by commercial
real estate finance lenders and servicers. MBA will examine each long-term terrorism
insurance proposal based on it mesting the following principies:

« Widely Available - Terrorism insurance needs to be widely available, which
would require the existing “make available” provision in Terrorism Risk Insurance
Extension Act of 2005 (TRIEA) be included in a long-term terrorism insurance
solution.
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« No Interruptions - The long-term terrorism insurance solution should be crafted
in a manner that eliminates short-term interruptions in terrorism insurance
availability or price shocks when it is implemented.

« Affordable - Terrorism insurance needs to be priced in an affordable manner.

» All-Peril Coverage — Terrorism insurance will cover all-perils including nuclear,
biological, chemical, and radiological threats.

« All Terrorism Sources — Terrorism insurance should cover both foreign and
domestic source terrorist events.

« Lender/Servicer Notifications - Lenders/servicers are listed as mortgagee, loss
payee and additional insured depending on the loan documentation and as such
they are entitled to specific notifications of coverage lapses, gaps, and renewals.
Any long-term solution needs to preserve and implement the required
notification.

N ed for a Public/Private Partnership

The MBA, along with the Coalition to insure Against Terrorism (CIAT), has been
participating in efforts to bring greater consensus regarding a long-term terrorism
insurance solution. In one area, there is widespread consensus is the need for a
public/private partnership in the case of a catastrophic terrorist event. At the March 29,
2006, National Association of Insurance Commissioners (NAIC) Public Hearing on
terrorism insurance, insurance companies and insurance company trade associations
testified that without a federal backstop the insurance industry would pull out of the
terrorism insurance business in mass because of the inability of the insurance industry
to accurately model terrorism risk.

In its analysis of terrorism events, the American Academy of Actuaries (AAA) stated the
following: “Because of the potential for terrorist attacks that could cause very large
losses, the Subgroup [Terrorism Risk insurance Subgroup] does not believe there is
any strategy that can develop sufficient terrorism insurance capacity without some form
of legislation that limits insurer liability should these events occur.” Given the statement
of the AAA and the insurance companies, we believe that any long-term terrorism
insurance solution will need to include a public/private partnership that will allow
insurance companies to quantify their potential exposure to a terrorist event.

In 2006, MBA participated in meetings with both the President’'s Working Group on
Financial Markets (PWG) and Government Accountability Office (GAO) to discuss
availability and affordability issues associated with nuclear, biological, chemical, and
radiological (NBCR) terrorism risk insurance. The reports released by the both PWG
and GAO concluded that the private sector does not have sufficient capacity to offer
NBCR terrorism risk insurance. Consequently, any long-term terrorism solution should
address this serious private sector insurance coverage gap. In order to make NBCR
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coverage widely available, a long-term terrorism risk insurance solution would also need
to include NBCR events in the “make available” provision. Given the extreme insurance
loss potential from an NBCR event, policy makers, when contemplating a long-term
terrorism insurance solution, should consider lower co-pays and deductibles for NBCR
events for insurance companies.® This will allow NBCR insurance coverage to be made
available at commercially affordable pricing.

Conclusion

Once again, | appreciate the opportunity to provide our perspective on terrorism
insurance to the Subcommiitee. As the nation’s largest representative of commaercial
real estate mortgage lenders and servicers, MBA stands ready to provide any
assistance that the Subcommittee, full committee or Congress may require. We look
forward to the opportunity of partnering with the Congress and the appropriate
government agencies and the insurance industry to help craft a long-term solution for
terrorism insurance that makes terrorism insurance coverage inclusive, available and
affordable. Thank you very much for your attention on this vital matter,

% According io the study released on March 28, 2006 by the American Academy of Actuaries, a large
NBCR event in New York City could result in $778.1 billion in losses, which is greater than the insurance
industry's aggregate policy holder’s surplus, which would be used to pay for such an event.
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MORTGAGE BANKERS ASSOCIATION

STUDY OF TERRORISM INSURANCE, TRIA AND THE
“MAKE-AVAILABLE” PROVISION

June 2, 2004

Background

President George W. Bush signed the Terrorism Risk Insurance Act of 2002 (TRIA) into
law in November 2002. Section 103(c) of the act requires commercial property and
casualty (P&C) insurers to make available coverage for insured losses that does not differ
materially from the terms applicable to insured losses arising from events other than
terrorism. This section of TRIA also requires that the Treasury Secretary determine no
fater than Sept. 1, 2004, whether to extend the “make-available” requirements through the
calendar year 2005. In arriving at this decision, the Secretary must consider:

a. TRIA's effectiveness; -

b. the likely capacity of the P&C insurance industry to offer terrorism insurance
after termination of the federal reinsurance program authorized under TRIA; and

¢. the availability and affordability of such insurance.

In May 2004, the Mortgage Bankers Association (MBA) conducted a study, in response
0 a request by the U.S. Treasury Department, to gather urgently needed information on
the effectiveness of TRIA. The study looked at commercial and multifamily mortgages
being serviced by the nation’s top servicers, and collected information on the
requirements for and prevalence of terrorism insurance coverage, as well as the
implications if make-available requirements were removed.

1913 Peonsylvanig Avenus, KW | Washinglon, DC 200086-3408 | www mortgagehsakersorg | (202) 887-2700
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Findings

Terrorism insurance has become integral to the $2 trillion' commercial/ multifamily
mortgage market. Of the $656 billion of commercial/multifamily debt reviewed in the
MBA study, $616 billion, or 93.9 percent, is required to have terrorism insurance by the
mortgage investor and/or servicer. A fuli $548 billion, or 83.5 percent of the outstanding
balance of the commercial/multifamily debt reviewed, had terrorism insurance in place.”

Reinforcing the finding that terrorism insurance is widely required and widely in place,
the average loan size of the 122,811 loans in the analysis was $5.34 million. The average
[oan size requiring terrorism insurance coverage was only slightly higher at $5.4 million,
as was the average loan size with terrorism insurance in place — $5.53 million.

Figure 1. The Role of Terrorism Insurance in the Commercial/Multifamily
Mortgage Market (3 millions)
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Insurance specialists at every servicer involved in the study expect that, if the make-
available provision is not extended, terrorism endorsements that are currently in place
will be cancelled or excluded®, They estimate that absent make-available, by the spring
of 2005 only 20 percent, or $132 billion, of their collective portfolios would have
terrorism coverage in place. This represents a reduction of 76 percent — or $416 billion -
in the balance of loans that would be covered for losses from terrorism.

! Estimate of total market size from Federal Reserve Board's Flow of Funds Report, March 4, 2004

? The 10 percent of commercial/multifamily debt for which terrorism insurance is required but not in place
inctudes properties for which the servicer and borrower are working to place coverage, properties for which
the requirements have been waived and some properties that may have “all-risk” coverage that has been
deemed to include terrorism coverage, but for which an explicit statement of terrorism coverage does not
exist.

* Cancelled policies represent those cases where a b s existing { policy is ter

Excluded policies represent cases where the existing policy would remain in place, but the coverage afforded
terrorist acts would be excluded.

1819 Pennsylvania Averpk, NW | Washingecen, DO 20008-340¢4 | www mar{gagebankers.arg ] (2021 557.2700
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The market implications of such reductions would be declines in market ligquidity,
increased costs and reduced availability of credit, and a subsequent fall in the yield on
existing loans.

Terrorism Insurance Requirements by Investor Type

One of the strengths of the commercial/multifamily mortgage market is the degree to
which risks associated with the tiraely repayment of principal and interest are divided and
shared across different market participants. Whether through tranching’ of commercial
mortgage backed securities (CMBS), shared risk on loans by government-sponsored
enterprises (GSEs) or other mechatiisms, there are often many participants with “skin in
the game” - that is, participants taking on the risks associated with timely repayment.

To proteet their interests in the mortgage debt, participants, through their loan servicers,
require insurance for fire, wind, flood and other hazards. Prior to Sept. 11, 2001,
property insurance policies insured against terrorism losses by virtue of such losses not
being excluded from the “all-risk” policy forms required by the lenders and investors,
After Sept. 11, 2001, when virtually all insurers amended their policy forms to exclude
terrorism coverage, lenders and investors explicitly required terrorism coverage to be
obtained.

In the portfolios studied, 100 percent of the balance being serviced for CMBS and
warehouse and other affiliates were required to have terrorism insurance in place.
Eighty-nine (89) percent of the balance serviced for life companies was required to have
terrorism insurance in place, as was 68 percent of the Fannie Mae and Freddie Mac
balance and 43 percent of the Federal Housing Administration (FHA) and Ginnie Mae
balance. Twenty-eight (28) percent of the balance serviced for commercial banks and
savings and loans required terrorism insurance’,

* CMBS are typically divided into classes or tranches, which carry different risk profiles and coupons (or
returns). CMBS offers investors an opportunity fo purchase the tranche that best fits their risk profile.

® Commercial banks and savings institutions are only minimally rep d in this analysis. The best
insights into their requi for ism i come from the first quarter 2002 Federal Reserve
Board of Governors” Serior Loan Officer Opistion Survey on Bank Lending Practices. That stady found
three-quarters of the 51 banks respending (74.5 percent) required terrorism jnsurance on 10 percent or less of
their loan balance on high-profile/heavy-traffic properties. Eighty-two percent also required terrorism
insurance on 10 percent or less of their loan balances on properties that are not high-profile/heavy-trafic
properties. The Fed noted, however, that the six banks reporting the tightest terrorism insurance requirements
represented 8 percent of all commercial real estate debt.

{See hup://www federalreserve. gov/boarddocs/snloansurvev/200205/defauit.him.)

1843 Peansylunais Avenue, NW | Wasningion, DO 20008-3404 | www. morigagebanhers org | (202} 587-270Q



89

WORYGAGE Page 4
BANKERS
ARBOCIATION

rESTIPY L

Figure 2. Commercia/Multifamily Loan Balance Requiring Terrorism Insurance,
by Investor Group (3 millions)

$350,000
$300,000
$250,000
$200,000
$150,000
$100,000

$50.000

$-

oMBS Life companies & other  Faoni/Freddie/Ftia  Commencial banks and Other
private inatitutionst savings st
invesiors

a1 Req 0 Terrorism Not Required |

Ensuring Terrorism Insurance Coverage

As noted here, there are times in the current make-available environment when terrorism
insurance coverage is required, but is not in place (se¢ note 2). In these cases, the
servicer has the responsibility to ensure that coverage is put in place, thereby protecting
the collateral underlying the mortgage loan. To do this, servicers most often rely on
working directly with the borrower to put coverage in place.

Eighty-three percent of the servicing firms involved in the MBA study said they expect to
always/almost always “notify the borrower of requirements and work with hinvher to
purchase” the necessary coverage when adequate coverage is not in place. Twenty-eight
percent expect to always/almost always “force-place” coverage — wherein the servicer
purchases the coverage and bills the borrower for its cost; 44 percent expect to seldom
use this approach. More than half (56 percent) expect to seldom “declare an event of
default®,” with another one-third (33 percent) expecting to never/almost never declare
default to ensure adequate coverage. “Litigation to require borrower to purchase
coverage™ is a little-used approach in resolving a lack of coverage, with no servicers
expecting to always/almost always use this approach and two-thirds (67 percent)
expecting to never/almost never use this approach.

With the absence of a make-available provision, however, these dynamics would change.
Faced with an environment in which 75 percent of current coverage would be expected to
be lost, servicers see their options for ensuring adequate coverage as limited.

In the absence of a make-available provision, the most frequently used current course of
resolution - “notify the borrower of requirements and work with hinvher to purchase” -
is expected to be “very successful” by only 17 percent of the servicers, “somewhat

§ A default is a breach or nonperformance of any of the terms or covenants of the loan documents, and can
trigger a variety of actions, including foreclosure.

1919 Peonsylvaniz Avenuc, 8W | Washiogion, DC 20006-3404 |  wwiwmorigagebankers.ack | (202) 5572700
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successful” by 67 percent and “not at all successful” by 17 percent. The resulting high
costs and low availability would greatly hamper the success of this resolution.

At present, force-place coverage js the second most popular resolution. Without make-
available, however, force-place would be expected to be “very successful” by only 17
percent of the servicers, “somewhat successful” by 56 percent and “not at all successful’
by 28 percent. Prior to TRIA, such force-place policies were neither affordable nor
available.

3

Litigation is seen as potentially “somewhat successful” to more than half of the
respondents (54 percent). At present, litigation is a little-favored means of gaining
coverage, largely because affordable coverage can be obtained through other means. If
the make-available provision is not extended, however, the low success rate of other
resolutions can be expected to increase the use of litigation as the vehicle to ensure
coverage.

The Role of TRIA

TRIA is essential to making terrorism insurance available and affordable, and in helping
keep the commercial/multifamily mortgage market healthy. Every one of the servicers
managing the $656 billion of commercial/multifamily loans studied here responded that:

- the federal government's requirement that insurance carriers make available
terrorism insurance helped increase the availability of terrorism insurance.

- the federa] government's requirement that insurance carriers make available
terrorism insurance helped bring the price of terrorism insurance within reach.

- the continuation of the federal government's requirement that insurance carriers
make-available terrorism insurance is necessary to ensure the continued
availability of terrorism insurance.

- the continuation of the Federal government's requirement that insurance carriers
make-available terrorism insurance is necessary to ensure terrorism insurance
continues to be priced within reach.

- the federal government should continue the TRIA make-available requirement
throughout 2005,

All servicers but one stated that the federal government's reghirement that insurance
carriers make-available terrorism insurance is gecessary 1o ensure a healthy market for
commercial real estate loans.

Costs of Managing Terrorism Insurance Coverage

Extension of TRIA and the make-available provision also has an administrative impact
on commercial/multifamily mortgage servicers. A full 94 percent of responding
commercial/multifamily servicers expect expenses to rise if the make-available provision
is not extended. Fifty-nine percent of servicers expect a significant increase in expenses
- in terms of additional staffing, costs of litigation, etc. An additional 35 percent expect a
moderate increase in expenses and 6 percent indicated no change in expenses. As costs

1919 Peansyiveala Avenue, NW | Washington, OC 20006-3404 | www.mortgagebsnkers org | (2023 587.2700
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associated with managing commercial mortgage portfolios increase, the yield, or return,
on those portfolios would drop. Such changes would clearly have implications for
market value and liquidity.

The Study

The MBA Study of Terrorism Insurance, TRIA and Make-Available collected
information on more than $656 billion in outstanding commercial and multifamily loans
- or 32 percent of the total commercial/multifamily mortgage market. The study includes
representation across most major investor classes, including CMBS, life companies,
Fannie Mae, Freddie Mac, FHA and others. Two major investor groups were only
minimally represented - commercial banks and savings and loans.  The study includes
information from all 10 of the top 10 servicers, as well as 14 of the top 20 and 18 of the
top 50 commercial/multifamily mortgage servicers.

Not all servicers were able to provide loan balance information. The dollar figures
presented here represent the $656 billion for which loan balance information was
available. The attitudinal responses are for all 18 responding servicers.

The study included aggregate reporting by large commercial/multifamily loan servicers
on their portfolios as of the most recent reporting period available — generally either
March or April 2004.

The study covered 122,811 commercial/multifamily loans. The average loan size
covered by the study is $5.34 million. As evidenced in Figure 3, while there is a wide
range in the average loan size and percentage of the servicing portfolio covered by
terrorism insurance by servicer, there does not appear to be any relationship between the
average loan size of a servicer and the percentage of that servicer’s portfolio with
terrorism insurance coverage.

Figure 3. Relationship Between Servicer’s Average Loan Size and the Percentage of
Loans with Terrorism Insurance Coverage
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The Mortgage Bankers Association

The Mortgage Bankers Association (MBA) is the national association representing the
real estate finance industry, an industry that employs more than 400,000 people in
virtually every community in the country. Headquartered in Washington, D.C,, the
association works to ensure the continued strength of the nation’s residential and
commercial real estate markets; to expand homeownership prospects through increased
affordability; and to extend access to affordable housing to all Americans. MBA
promotes fair and ethical lending practices and fosters excellence and technical know-
how among real estate finance professionals through a wide range of educational
programs and technical publications. Its membership of approximately 2,700 companies
includes all elements of real estate finance: mortgage companies, mortgage brokers,
commercial banks, thrifts, life insurance companies and others in the mortgage lending
field. For additional information, visit MBA’s Web site: www.mortgagebankers.org.

1918 Peansylvania Avenuz, NW | Washinglon, DL 20008-2404 | www marigagebankers org | [202) §87-2700
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MBA SURVEY ON TERRORISM INSURANCE, TRIA AND MAKE AVAILABLE, MAY 2004

. " . . BANKERS
Please provide data on the servicing portfolio for which you are the PRIMARY servicer ASSOCIATION
Contact Jamie Woodwell of the MBA at 202-557-2936 with any questions. CRERIOE I Do

eMail completed survey to jwoodwell@mortgagebankars.org or fax to 202-721-0245 BY MAY 19, 2004

Firm Narme:

Name of Survey Contact:

Phone Number:

eMall Address:

If Aprit data is nof available

Dala is “as of* {place an *X" in the appropriate box}: Aprit 30, 2004!:::3 March 31, 2004
Loan Balance

1, What is the size of the portisiio for which you ars the PRIMARY servicer? Number of loans {$mitlians)
A. Total primary serviging volume 122,811 $ 658,337
B. Primary portfolio for which terrorism insurance is required 114,171 $ 616,206
C. Primary partfolio with terrorism insurance in place 99,108 § 548,060
D. If the “make avai * provision of TRIA is not , what pereant of

your porifolio wauld you expect to have ism i in place next year

at this ime 20%

2. Please provide the following information on the REQUIREMENTS FOR TERRORISM INSURANCE that are

imposed either by your own or by the lenders for whom you service.
g
£5 Current Unpaid
g = Current Unpaid  |Principat
& § Principal Balance |  of loans NOT, Commerits/Description of
2 § of ipans requiring [ requiring terrorism}  Requirements (Feel free to add
g 3 i i it in the box for
Porttolio £ £ ($mittions) ($rmillions) Question 13)
CMBS $ 39497302 | $ 11031
Life Companies & Other Private institutional
investors 3 7956612 | 3 8,769.24
Fannie Mae/Freddie Mac 3 3703785 | $ 17,103.43
FHA & Ginnie Mae 3 7.160.19 | § 9,466.75
Commercial Banks and Savings nst. 1 367.80 | % 340,00
(Warghouse & Other Affiliate Cos $ 1867052 | § -
Others 3 778668118 1,407.00

Percent
Requiring

100.0%

88.1%

68.4%

43.1%

28.1%

100.0%

982%
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3. When a borrower does not have adequate coverage, what share of the time would you expect to use each of
the following alternatives? (Place an "X" in ONE box for each altemalive)
A, Force Place coverage

Always/Almost Always ] 28%
Often 2 %
Seidom 8 44%
Never/Almost Never 3 17%
B. Litigation to require borrower to purchase coverage
Always/Almost Always 0 0%
Often 0 0%
Seldom 6 33%
Neaver/Almost Never 12 87%
C. Declare an event of defauit
Always/Almaost Always 1 6%
Often 1 6%
Seldom 10 56%
Never/Almost Never [3 33%
D. Notify borower of requirement & work with him/her to purchase
AlwaysfAimost Always 15 83%
Cften 2 11%
Seldom 1 6%
Never/Almost Never 0 0%
E. Cther:
AlwaysiAimost Always 1 20%
Often 3 60%
Seldom 1 20%
Never/Almost Never [] 0%
4. I the Federal government's requi that | carriers “make available” terrorlsm insurance Is pot,
extended, how successful would you expect each of the following to be in assuring coverage for inadequately
covered properties? (Piace an "X" in ONE box for sach alternafive}
A. Force Place coverage
Very successful 3 17%
Somewhal successful 10 56%
Not at all successful 5 28%
B. Litigation 10 require borrower to purchase coverage
Very successful [} 0%
Somewhat successful 10 56%
Not at ail successiul 8 44%
C. Declare an event of default
Very successful L 0%
Sormewhat successful 8 44%
Not at all successful 10 56%
D. Notify borrower of requirernent & work with him/her to purchase
Very successful 3 17%
Somewhat successful 12 87%
Not at sll successful 3 17%
E. Other
Very succassful 1 25%
Somewhat successful 2 50%
Not at ail successful 4 25%
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§. Do you expect terrorism endorsements to be cancelled or exciuded if the "make available” provision is not
extended? (Place an "X* in the appropriate box)

Ve8] N[ T ]

6. Has the Federal government's requirement that insurance carriers "make avaliable” terrorism insurance
helped increase the avaifability of terrorism insurance? (Place an "X" in the appropriateé box)

7. Has the Federal gov t's requirement that insurance carriers "make available™ terrorism insurance
heaiped bring the price of terrorism insurance within reach? (Place an "X" in tha appropriate box}

8. Is the continuation of the Federal government's requirement that insurance carriers "make available”
terrorism insurance necessary to ensure the continued availablility of terrorism insuranca? (Place an "X"in the

appropriate box}
N

9. Is the continuation of the Federal government's requirement that insurance carriers "make avaitable”
terrorism insurance necessary to ensure terrorism insurance continues to be priced within reach? (Place an “X"
in the appropriate box)

18. Is the Federal government's requirement that | carriers “make available” terrorism insurance
necessary to ensure a healthy market for commercial real estate foans? (Place an “X" in the appropriate box)

Yes ] No[ T ]

14. Should the Federal government continue the TRIA "make avallable” requirement throughout 20057 {Place an

“X” in the appropriate box}

12. What would you expect to be the impact on your pany's expenses -- in terms of additional staffing, costs

of litigation , etc -- If "make available” is not extended? (Place an "X" in the appropriale box)
Significant increase in expenses 10 59%
Moderate increase in expenses, & 35%
No change in expenses 1 6%
Moderats decrease in expenses L] 0%
Significant decrease in expenses ] 0%
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Good morning, Chairman Kankjorski, Ranking Member Pryce, and Members of
the Subcommittee. Thank you very much for holding this hearing in New York and for
allowing me to testify today. My name is Stephen L. Green, and I am the Chairman of
the Board of Directors of SL Green Realty Corporation - the largest owner of commercial

office properties in New York City - the nation's largest office market.

I also serve as a Governor of the Real Estate Board of New York and | am a
member of The Real Estate Roundtable and the National Association of Real Estate
Investment Trusts NAREIT). 1 am testifying today on behalf of the Coalition to Insure
Against Terrorism (CIAT).

CIAT is a broad coalition of commercial insurance consumers formed
immediately after 9/11 to ensure that American businesses could obtain comprehensive
and affordable terrorism insurance. CIAT joined Congress and the Administration in
recognizing that only the Federal government could provide the framework to make this
coverage available to all those who required it. The diverse CIAT membership
represents virtually every sector of the U.S. economy: hotels, banking, energy,
construction, entertainment, real estate, stadium owners, manufacturing, transportation,
as well as public sector buyers of insurance. For example, the U.S. Chamber of
Commerce, the Real Estate Roundtable, the National Association of Manufacturers, and
the National Retail Federation are members. So are, to name a few sectors,
transportation interests (e.g., the Association of American Railroads, the General
Aviation Manufacturers Association, and the Taxicab, Limousine and Paratransit
Association), utilities (e.g., American Gas Association, American Public Power
Association, Edison Electric Institute, and National Rural Electric Cooperative
Association), finance (e.g., American Bankers Association, America's Community
Bankers, Mortgage Bankers Association of America, Commercial Mortgage-Backed
Securities Association), real estate (American Resort Development Association,
National Association of Realtors, Building Owners and Manufacturers International,
International Council of Shepping Centers, and National Association of Industrial and
Office Properties) and sports (e.g., Major League Baseball, NFL, NBA, NHL, and the
NCAA).

CIAT « ¢ ¢ insureagainstterrorism.org
2.
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CIAT is the true consumer voice on terrorism risk insurance, as we are comprised
of the principal policyholders of commercial property and casualty lines of insurance in

the United States. From this perspective we offer our testimony today.

We are gratified that Chairman Kanjorski and Ranking Member Pryce have so
clearly made this issue a priority today — as both of you have in the past — by scheduling
this hearing as one of the Subcommittee's first items of business in the year. As we have
seen before in 2005 when the Terrorism Risk Insurance Act (TRIA) was set to expire,
problems associated with the availability of terrorism risk insurance will increasingly get

worse as the year wears on.

Frankly, we believe there is no need for delay in action by Congress. The facts
are in — terrorism is clearly a risk that the private insurance industry alone can not and
will not underwrite. The means and courses of future attacks are unknown, but we do
know that the potential for loss in such an attack or in a series of such attacks is

exceedingly large, potentially catastrophic.

Moreover, the Government Accountability Office (GAO) and the President's
Working Group on Capital Markets (PWG) have recently issued reports that confirm that,
other than for workers’ compensation insurance mandated by state law, no meaningful
amount of insurance against loss from weapons of mass destruction (nuclear, biological,
chemical and radiological or “NBCR") is available in the market today — notwithstanding
the fact that TRIA backstops such insurance.

To avert disruption in the “conventional” terrorism risk insurance market and to
address the gap in coverage against NBCR terrorism-related risk, we encourage this
Subcommittee to follow this hearing promptly with the introduction and passage of a bill
that will extend TRIA permanently and improve it to keep the economy running

smoothly in the face of the ongoing threat of terrorist attacks.

CIAT e ¢ ¢ insureagainstterrorism.org
3-
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TRIA HAS BEEN A POST-9/11 SUCCESS BUT MUST BE IMPROVED

There is no question that the Terrorism Risk Insurance Act (TRIA) accomplished
its main objectives, which were to help stabilize the US economy following %11, to
provide for the availability of terrorism insurance for commercial policyholders in the
face of the ongoing threat of terrorism, and to also provide a system for the efficient
recovery of the economy in the case of another severe attack. The situation was dire: in
the 14-month period between 9/11 and the enactment of TRIA - over $15 billion in real
estate related transactions were stalled or even cancelled because of a lack of terrorism
insurance, according to a Real Estate Roundtable study. Furthermore, the White House
Council of Economic Advisors indicated that approximately 300,000 jobs were lost over
that period. Congress and the President worked together to enact TRIA, which required
insurers to make terrorism coverage available in commercial lines, and in return provided
a Federal backstop that allows the economy to recover quickly from a terrorist attack.
Without it, not only was the economy slowed and at risk, but economic recovery

following any further attack would have been retarded. The same is still true today.

TRIA, and its extension in 2005, the Terrorism Risk Insurance Extension Act
(TRIEA), were part of a series of measures Congress passed to protect the US economy
from terrorism threats, and continues today to be an integral part of our homeland
security strategy. For instance, U.S. airlines are directly insured by the Department of
Transportation (DOT) for both terrorism and war risk. The Federal Government, through
the Overseas Private Investment Corporation (OPIC), also directly insures U.S. investors
overseas for both terrorism and political risk outside the United States. It would be ironic
and senseless if TRIA, which is the only similar protection of the domestic economy and
which, unlike the DOT and OPIC programs, is not a direct liability of the Federal
Government, were allowed to expire or even linger in limbo through the remainder of this

year.

Terrorism is the major threat facing our nation today. We hear about it on daily
basis from the Administration, our national security team and from almost every corner

of Capitol Hill. Whatever one’s view of the wars in Iraq and Afghanistan, the threat of

CIAT s+ « ¢ insureagainstterrorism.org
-4
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attack to our country does not now seem to be diminishing. The threat of "enemy attack”

is part of our daily lives and shows no sign of going away.

Terrorism risk remains an evolving picture that insurers and reinsurers have a
difficult (if not impossible) time modeling. Primary insurers remain largely averse to
exposing themselves to potentially catastrophic terrorism losses without adequate
reinsurance, and the current private reinsurance market provides only a fraction of the
capacity needed. This problem is evident in the fact that, as we once again approach the
sunset of the TRIA program, many policies again are being issued with "pop-up” and
"springing” exclusions that void terrorism coverage after termination of the Federal
backstop. We witnessed the same sort of exclusions in 2005 before TRIA was extended

for two years.

Quite simply, economic security is central to an effective homeland security
strategy. American businesses must have adequate terrorism risk coverage. Without
terrorism insurance, the nation's economic infrastructure is totally exposed to large-scale
business disruptions afier an attack, and to a retarded recovery from the damage that is
caused by the attack. As our economic interests continue to be targeted by terrorists, it is
appropriate, necessary and vital that the Federal Government play a role in maintaining

the security of our insurance system which helps provide for recovery of the economy.

LONG TERM SOLUTION NEEDED

The conditions that necessitated TRIA and TRIEA — insurers that are not willing
or able to quantify man-made risks which are potentially catastrophic and a withdrawal of
all significant reinsurance capacity — have not gone away. We believe that the time has
come for Congress to enact a long-term solution for insuring against terror — one that is
either permanent or at least guaranteed to be in place until Congress declares that
terrorism is no longer a risk. At least fourteen other major industrial nations have
recognized that the private markets are unable to effectively manage terrorism risk and
have adopted permanent national programs. The US market is no different. Terrorism

risk is a national problem that requires a Federal solution.

CIAT ¢ ¢ ¢ insureagainstterrorism.org
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We believe that the Federal role should focus most heavily on what the private
markets have been unwilling or unable to do: enabling policyholders to purchase
insurance for the most catastrophic conventional terrorism risks; ensuring adequate
capacity in high risk, urban areas; and providing meaningful insurance for NBCR risks.
A permanent program should also seek over time to reduce the Federal role in
conventional terrorism markets and maximize long-term private capacity by facilitating
entry of new capital. We believe that over time the private market may be able to
develop enough capacity to address many terrorism risks, but the risk of truly
catastrophic events — involving both conventional attacks in urban areas as well as NBCR
terrorism everywhere— will continue to be virtvally uninsurable without some sort of

Federal program in place.

CIAT has developed a set of principles for a long-term solution, and 1 will devote

the remainder of my testimony to describing this plan.

CIAT'S PRINCIPLES FOR TRIA MODERNIZATION

The CIAT proposal seeks to make sure there is adequate terrorism insurance
capacity in the market in the future, particularly for high risk areas; to ensure that NBCR
risks will be covered; and to ensure that the Federal government will have an insurance
mechanism in place so that the nation can more easily and efficiently recover from a truly
catastrophic attack—whether due to conventional or unconventional terrorism. At the
same time our proposal seeks to minimize over time the role of the Federal government

for conventional terrorism.

Conventional Terrorism Risk

For risk of conventional (i.e., non-NBCR) terrorism attacks, the CIAT proposal
would leave in place the TRIA backstop, with the insurer deductibles, industry retention,
and program trigger all maintained at no higher than their 2007 levels. This ensures that
policyholders will continue to have access to coverage through the "make available”

provision.

CIAT ¢+ ¢ insureagainstterrorism.org
-6-
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While TRIA has been largely successful in making available private direct
insurance coverage against conventional terrorism attacks, it has not been without some
continuing problems of availability and affordability. There are major markets today,
particularly high-risk urban areas with prescribed fire-following policy forms, where the
combination of aggregation of risk, high retention rates and rating agency pressure are
causing capacity problems for conventional terrorism coverage. Thus, Congress and the
Federal government need to continue the statutory framework that is known as TRIA for
conventional terrorism exposure, but this framework needs to be modernized to reflect
the continuing market realities of capacity shortfalls in some areas. This is one of the
reasons why CIAT favors raising the $100 billion annual program cap (which has not
even been indexed for property values or general inflation in the five years since the

TRIA program began).

However, CIAT also suggests Subcommittee consideration of a privately-funded
"Terrorism Risk Trust Fund" that would be maintained by Treasury and used to help
cover a portion of the Federal share of insured losses under the TRIA program. The trust
fund, for example, could be funded with both "pre-event" (i) assessments on insurers and
(ii) matching surcharges on policyholders in an "above the line" amount separate and
discrete from their property/casualty insurance premium (and therefore not be subject to

state rate approval).

These collections could be forwarded to Treasury where they would be managed
in a segregated, tax-free trust or maintained in a separate corporation similar to the FDIC,
Treasury would get the benefit of the surcharged accounts which would have the effect of
decreasing the government's exposure as the trust fund grew over time. For example,
even a 1% surcharge on the premiums in the TRIEA covered lines ~ with a matching 1%
insurer assessment — together with a conservative investment return {government bond
rate) would grow to tens of billions of dollars in capital in the same amount of time that

TRIA has already been in place.

We believe that, over time, this trust fund will accumulate enough capital through

these pre-event surcharges and assessments that the likelihood of taxpayer exposure to

CIAT + ¢ ¢ insureagainstterrorism.org
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terrorism risk will be limited to only the most extreme events. The result would be a
public-private partnership that will reduce the Federal role and maximize private
capacity. We also note that the use of "pre-event” surcharges in our proposal does not in
any way effect the operation of post-event surcharges for purposes of recoupment that are

already in the TRIA program.

NBCR Terrorism Risk

NBCR terrorism risk is a different matier. Even if the Federal backstop exposure
to conventional terrorism can be reduced over time to all but the most catastrophic
attacks, the challenges are different for NBCR, according to all of the expert actuarial
estimates, As it presently stands, although TRIA covers NBCR perils, we have not seen
any evidence that such coverage is being written except where mandated for workers
compensation. Because TRIA only requires that terrorism coverage be made available on
the same terms, amounts and limitations as non-terrorism perils, insurers are not required
to make NBCR terrorism coverage available if NBCR coverage for non-terror events is

not offered.

The GAO, the Treasury Department, and the President's Working Group have all
recognized that markets simply cannot price the risks associated with NBCR perils.
Accordingly, we believe that this is a crucial area that the long-term solution should

address.

Our proposal would embrace several features from the 2005 House-passed
extension bill, HR. 4314: it would add NBCR perils to the "make available" requirement
under TRIA and would call for lower insurer deductibles and co-pays with respect to
NBCR risks, creating a separate formula to determine the industry retentions. The
proposal would also remove the annual $100 billion program cap, to clarify that insurers
are not liable for truly catastrophic attacks ~ whether NBCR or conventional. With such
confirmation of protection against the most catastrophic attacks, private insurers should
be able and willing to devote more of their existing capacity to conventional terrorism

risks as well.

CIAT + « ¢ insureagainstterrorism.org
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Other Changes

CIAT urges removal the distinction between foreign and domestic terrorism in the
statute’s definition of "act of terrorism." This distinction may force the Treasury
Secretary to make determinations that may not serve our national security needs, and it
serves no sound policy goal. As the London bombings demonstrated all to well, there
can be serious difficulties in distinguishing between foreign and domestic terrorism, and
the distinction makes no difference to the victims. We commend this Subcommittee and
the House as a whole for adopting that change in 2005 in H.R. 4314, although the feature

did not survive in the final legislation.

Finally, in order to enhance the stability of our financial markets, the modernized
program should be made permanent — or should be in place at least until Congress

declares that terrorism is no longer a risk.

In all, we believe that the CIAT-endorsed modernization principles for TRIA will
reduce the Federal role over time but ensure economic security by keeping a backstop in
place for the most extreme and catastrophic attacks, whether conventional or NBCR. We
think it is a fair measure and we urge the Subcommittee and Congress to incorporate

these features into the measure to be adopted this year.

CONCLUSION

Again, we applaud you for making long-term renewal of TRIA solution a priority
early in the year, and we thank you for the opportunity to testify at this important hearing.
We urge you to incorporate the CIAT principles in your renewal legislation. As always,
CIAT is committed to working with you, the insurance community, and other

stakeholders in crafting a meaningful long-term solution as swiftly as possible.

CIAT e + « insureagainstterrorism.org
-9.
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Chairman Kanjorski, Ranking Member Pryce and Members of the Subcommittees, my name is
Warren Heck. Iam Chairman and Chief Executive Officer of the Greater New York Mutual
Insurance Company (GNY) and its wholly owned stock subsidiaries, Insurance Company of
Greater New York and Strathmore Insurance Company.

It is fitting that the Subcommittee has chosen New York City as the site of its hearing on the
need to extend the Terrorism Risk Insurance Act. I am convinced that the ability of the City to
regain its economic strength and its very soul after the terrible devastation wreaked on it and its
residents on 9/11 is due, in substantial part, to the wisdom of this Committee and the Congress in
enacting the Terrorism Risk Insurance Act (TRIA) in 2002. The Act not only helped rescue the
City; it played a major role in preventing a national economic catastrophe and helping get the
country back on its feet economically. T am convinced that the recovery would not have
occurred as swiftly as it has or continued, absent adoption of TRIA and its extension in 2005, the
Terrorism Risk Insurance Extension Act (TRIEA).

However, as you know, TRIEA expires on December 31, 2007, and I am deeply concerned that
if Congress does not adopt a long-term private/public terrorism risk insurance program, many of
our citizens who need terrorism coverage to operate their businesses all across the nation will be
cither unable to get insurance or unable to afford the coverage that is available.

Greater New York Mutual Insurance Company’s history and post 9/11 experience

Let me describe my experience as a medium-sized insurer of commercial properties in New York
and my reasons for supporting a long-term terrorism insurance program that would maximize the
development of the private market and provide a viable long-term system to protect the
economic strength of the country against terrorist attacks.

While T am here today to testify on behalf of my own company, my perspective has also been
shaped by my experience serving as the Chairman of the National Association of Mutual
Insurance Companies (NAMIC) TRIA Task Force since 2004.

First, let me tell you a little bit about our companies and our experience with the terrorism risk,
because we have been on the frontlines of this problem ever since 9/11. As with many mutual
insurance companies, whether they are rural, farm, or specific to a particular industry, GNY
began in the early 1900s at a time when there was a huge flood of immigration into the United
States from Europe. Many of these immigrants settled in the Jower East Side of New York City
and earned their living as plumbers, electricians, steel workers, carpenters and in other trades.
Many of them scrimped and saved and put all they bad in the purchase of a tenement apartment
house; however, they found it difficult to obtain liability insurance for their properties because
the tenement apartment houses were extremely crowded and because of burgeoning litigation at
that time. Thcse tenement apartment house owners formed a trade association to protect their
interests and to which they gave the name, Greater New York Taxpayers Association. This lack
ot insurance availability motivated the association to form an insurance company that became
the Greater New York Mutual Insurance Company, as it is known today. Our legacy is that of
early inmigrants who came from humble beginnings as trades people with little formal
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education who started the insurance operation applying solid business principles and practices to
their work.

Today, the company is a multi-line regional commercial lines company operating in New York,
New Jersey, Connecticut, Massachusetts, Pennsylvania, Maryland, New Hampshire, Delaware,
Virginia and Washington, D.C. The majority of our business is in New York, New Jersey and
Connecticut, where we have done business for many years; we began developing business in the
other listed states in recent years. Our companies have had an A+ rating from AM. Best for
many years, and an A rating from S & P.

In New York State in 2006, our companies wrote direct written premium of $190,920,362 of
which $171,055,970 was Commercial Multi Peril, making us the fourth largest writer of
Commercial Multi Peril business in New York State. In New Jersey in 2006, we wrote direct
written premium of $74,337,700 of which $60,081,494 was Commercial Multi Peril, making us
the fifth largest writer of that business in the State of New Jersey. For many years, we have been
the largest writer of co-op apartment houses in the boroughs of New York, particularly
Manhattan, and the leading writer of apartment buildings in the state.

Although I have served as President and Chief Operating Officer of the company for 18 years
and Chairman and CEO for the past five years, I have also continued to serve as Chief
Underwriting Officer, in which role I manage the underwriting activities of our companies. This
has enabled me to have first-hand knowledge and understanding of the needs of our
policyholders and agents, particularly with respect to the terrorism exposure.

As a result of the terrorist attack on 9/11, and prior to the passage of TRIA in late 2002, most
primary insurance carriers operating in New York City began to non-renew their commercial
property and workers” compensation business, or reduce limits of coverage to levels below what
was needed by the business community. Most primary companies refused to insure property on
buildings with values in excess of $20 million, and would not insure any risk that had more than
a limited number of employees in a single building. The extreme hard market for property and
workers’ compensation coverage in New York State, particularly in New York City, was worse
than other places because New York State prohibited carriers from excluding coverage for
terrorism, and reinsurance companies universally excluded terrorist acts in property and casualty
treaties. The only alternative was to offer less coverage or not write the business at all.

The few companies willing to provide coverage increased their prices because of the significant
terrorism exposure. However, many of those companies began to cut back when concentrations
of values and employees became too large. The lack of insurance capacity had a negative impact
on the New York economy resulting in the postponement of many construction projects, lack of
or inadequate property coverage for many commercial office buildings, and significant increases
in pricing of commercial multi-peril business.

With the passage of TRIA, the fear that a worst case terrorist event could render our company
insolvent was somewhat reduced, making it possible for our company to continue to do business
in New York City and other urban areas. TRIA placed a ceiling on individual company

(3]
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terrorism losses, which permitted our company to quantify its terrorism exposure and find a way
to address the situation.

We devised a new underwriting strategy and guidelines that permitted underwriters to insure
skyscraper office buildings up to $50 million or more depending upon risk accumulations in a
given area of the city and proximity to so-called target buildings. We also do not insure
commercial tenants in a property where the company insures the building. With respect to
workers’ compensation coverage, as long as employee counts were not too concentrated, our
company considered offering coverage. We also implemented a computer system to geo track
risk accumulations to the street level as well as the number of employees in a given building, and
risk concentrations by zip code. Since the passage of TRIA, we have purchased very expensive
stand-alone terrorism reinsurance to cover as much of our TRIA deductible and co-insurance as
we could reasonably afford. Without the passage of TRIA and TRIEA, our company could not
have kept its market open in the same way in New York City and retained the insurance capacity
needed to write new business and grow its direct written premium.

The need for a long-term private/public terrorism risk insurance partnership

Five and a half years out from 9/11, with no other terrorist attacks on U.S. soil, terrorism
reinsurance availability remains limited, and without TRIA and TRIEA the primary insurance
market would have dried up in large urban centers. In those states that mandate that insurers
offer terrorism risk coverage, insurers would have had to make the difficult decision to either
offer terrorism coverage or leave those markets. These problems flow from the simple,
inescapable fact that terrorism insurance is a classic uninsurable risk.

In order for the private market to function efficiently, it needs to be able to make actuarial
judgments based upon an historical record of frequency and severity of an event. Years of data
make it relatively easy to estimate auto insurance costs. Homeowners’ insurance costs are
somewhat less predictable because of the uncertainty and timing of calamities such as
windstorms, earthquakes, and wildfires, but we can model natural catastrophic events because
we have long historical records and sophisticated geological studies and hurricane forecasting
methods to help us predict the future. We can also differentiate among risks based on such
factors as location and the mitigation efforts of homeowners.

When it comes to terrorism risk insurance, we have no basis for estimating frequency. President
Bush and other leaders of our government tell us that there will be — not may be - another
terrorist attack on our soil. They cannot tell us when or where it might occur or its likely nature.
Harder still from an insurance perspective, we cannot predict its severity. Will it look like 9/11
or last year's foiled attempt to blow up multiple airplanes over the ocean? What we do know is
that our enemies want to inflict massive casualties and that terrorists have the expertise to invent
a wide range of attacks, including those involving the use of chemical, biological, radiological
and cven nuclear weapons. While exploding a small nuclear weapon in a major city could do
incalculable harm to hundreds of thousands of people, as well as to businesses and the economy,
exploding multiple bombs in one or more places with no NBCR components could also wreak
massive damage. The damages could reach into the hundreds of billions, levels that only the
federal government can afford to pay.



109

Since 9/11 we have been working on improvements to our modeling technology in an attempt to
quantify our terrorism exposures and reduce our concentrations in New York City. As
previously mentioned, we have also geographically diversified our writings by expanding into
suburban regions in other states. However, there is no guarantee that, for example, limiting
one’s exposure in New York City by underwriting risks in the U.S. heartland will succeed, as
low-tech attacks such as those in Madrid and London could cause enormous economic harm if
replicated in shopping malls in the South and Midwest. Even greater harm could be caused in
these areas if terrorists attacked chemical plants or the food supply.

Smaller insurers, which comprise a large portion of NAMIC member companies, face additional
problems because they operate in only a few counties in a state or in only a few states. They
simply lack the financial resources to withstand a terrorist attack in their home areas. In
addition, many of them today are in financial jeopardy because, when they write commerciat
insurance with the federal obligation to include terrorism coverage, they cannot get reinsurance
to cover the higher deductibles in TRIEA.

Workers’ compensation presents particular concentration risks. For workers’ compensation, a
private mutual insurance company or a state fund handles the bulk of insurance coverage for
businesses in 27 states, Many of these companies, often characterized as guaranteed markets,
must accept all applicants. While most large multi-line commereial insurers may limit the scope
or aggregation of risks that they are willing to cover in a specific area, many private mutuals or
state funds find themselves with tremendous risk concentration. The California State Fund best
exemplifies this concentration of risk. It is the single largest writer of workers® compensation
business in the United States despite the fact that it only operates in its own state.

Also relevant to this discussion is the fact that insurers do not operate in a free market in many
states. State laws prohibit workers’ compensation policies from excluding terrorism related
losses, thus leaving many regional workers’ compensation specialists in an extremely vulnerable
position. Many of them have a high concentration of risk, a mandate to take all customers and an
inability to exclude terror-related cvents that could potentially inflict catastrophic levels of
human and economic devastation in particular areas or regions. Because of rate regulation in
many states, insurers also are not free to charge what they believe is an actuarially sound price
for the risk involved.

Even if an insurer were able to diversify its risk exposure through modeling and get sufficient
private reinsurance to cover the TRIEA deductibles, the notion that the private market can
protect itself through good modeling is flawed. Absent a terrorism insurance program, a $778
billion terrorist event—the high estimate for a single terrorist event by the American Academy of
Actuaries in New York City—would wipe out more than the total property/casualty insurance
industry surplus for all lines (both commercial and personal), which was estimated at $467.7
billion as of September 30, 2006 by the Insurance Information Institute. This would mean that
the industry would be unable to meet its obligations to its other insureds for the many different
coverages beyond terrorism insurance — such as auto and homeowners — that are protected by
that surplus.
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While the private market cannot cover events of such magnitude without either bankrupting
insurers and reinsurers or wiping out so much insurer surplus that they could not meet their
obligations on other lines of insurers, the private market does have the ability to cover lesser,
clearly defined losses. TRIA and TRIEA were both reasonable attempts to limit the maximum
exposure of insurers so that the private market can play a role in terrorism risk insurance. These
statutes made a private/public bargain: Insurers would offer terrorism coverage in retumn for a
guarantee from the federal government that it would pick up losses beyond the insurers’
capacity. The purpose is not to protect insurers; it is to make sure that the economy can recover
in as orderly a fashion as possible from the next terrorist event.

What would have happened to the property and casualty insurance market had there been no
federal program to insure terrorism? My experience tells me that it would have been similar to
what happened after 9/11. Insurers would have excluded terrorism risk unless required by states
to offer it or withdrawn entirely from perceived terrorism-exposed areas, In urban centers like
New York City, there would likely have been high demand and a low supply of terrorism
insurance, forcing prices to increase (if permitted by state law) for the limited amount of
terrorism insurance that would have been available, thereby inhibiting development and
economic growth.

The caveats in the above paragraph with respect to mandatory coverage and rate regulation make
the point that not having TRIA in the first place, or letting TRIEA expire, would not permit a
free market test for terrorism insurance because terrorism insurance does not operate in a free
market in the United States. For example, the state regulators in New York—the state many
view as the most likely 1o be a terror target—have prohibited companies from excluding
coverage for terrorism. There is no similar regulation requiring the reinsurance market to
provide protection to the direct market, leaving insurers in a Catch 22 should TRIEA expire.
Medium and small companies would face a difficult choice: leave the marketplace for terror
target-area risks or face the prospect of a financial disaster that could result if they write
coverage. To the extent that companies choose to leave the market, competition would be
significantly reduced.

What about the capital markets? Would they have picked up the slack? There simply is no
reason to believe the capital markets would have replaced the missing insurance capacity and
there is no evidence that TRIEA has crowded out private market capacity. Terrorism risk has
presented a real opportunity for reinsurers and they have not chosen to take on very much of this
risk. The Reinsurance Association of America has indicated that worldwide capacity for
terrorism risk in the United States is approximately 56 to $8 billion without NBCR, far below the
amount needed. The capital markets have taken their cue from the reinsurance market. There
have been very few terrorism catastrophe bonds issued and a visit last year by some insurers to
Wall Street revealed that the potential market for such instruments might reach $1 - $2 billion, at
best, over the next five years. Moreover, there is no capital market appetite whatsoever for
bonds for nuclear, biological, chemical, and radiological (NBCR) events.

How would another terrorist attack have affected the resources of the federal government if there
had been no TRIA program? Given the very limited amount of terrorism insurance that would
have been available in the absence of TRIA, I think Hurricanes Katrina and Rita provide a

o
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glimpse into that world. The federal commitment to cover the portion of the 2005 hurricane
losses that exceeded private market coverage is closing in on $100 billion. Moreover, a
significant portion of that money has been siphoned off by fraud because the government is not
skilled at settling claims and doesn’t have the manpower to handle a major catastrophic event.

If the federal government assumes such a huge responsibility for these natural catastrophes, as it
has done in the past for other such extreme events, regardless of the party in power, then it seems
a fair conclusion that the government would step in and actively help people harmed by a
terrorist event. For people who believe that a terrorist attack in a part of the country where they
do not live would not affect them, it is important to note two things. One, a large attack would
hurt them directly by weakening the economy. It would also hurt them, perhaps somewhat less
directly, by forcing the Congress to either cut programs or raise taxes to keep the deficit under
control, In short, the cost of the losses would be borne by not just by the people where the attack
occurred but also by taxpayers from Hawaii to New York, as well as from Alaska to Maine and
all the states in between.

A long-term private/public terrorism insurance plan would reduce the federal government’s
exposure and provide for an orderly processing of claims. The result would be a speedier
economic recovery for both the area that was attacked and for the economy as a whole,
Moreover, in order to keep the federal budget deficit from reaching disastrous proportions, the
Congress would have to either reduce funding for other programs or raise taxes, or both.

The shape of a long-term private/public terrorism risk insurance program

The insurance industry has been working to devise a long-term program for congressional
consideration that would maximize private sector participation without threatening the economic
viability of the industry.

While the interests of companies vary depending on such factors as size of surplus and
geographic distribution of writings, there is broad agreement on the need to maximize private
sector participation and to have the federal government provide a backstop if insured losses
would be too great. That is the basis for the structure the Congress created in TRIA and TRIEA,
with event triggers, insurer co-payments and industry deductibles as the means for maximizing
private sector participation. This structure makes sense for “conventional” terrorist events that
do not involve the use of NBCR elements. However, it is worth exploring ways to encourage
more private sector participation. One way might be to create a federally chartered entity to
facilitate reinsurance capacity below the insurance industry’s aggregate retention level. With
voluntary insurer participation, this “middle layer” of potential risk-bearing capacity would
provide the kind of private market test that some in the Congress believe is needed. If the effort
is successful, then the federal government’s responsibility could recede. If not, then we would
know that we have maximized private market capacity.

The NAMIC TRIA Task Force to which [ referred earlier made an important observation
concerning the effect of the current TRIEA program’s escalating event trigger level on the ability
of small and medium-sized insurers to participate in providing terrorism risk insurance. The
Task Force concluded that, for such companies, the event trigger is the key to their ability to
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continue to provide coverage. Too high a trigger would drive them from the market because
reinsurance costs would be too high, making primary coverage unaffordable. As a medium-sized
insurer in New York that covers some very large buildings, I can tell you that a trigger in excess
of $50 million would severely limit GNY’s ability to offer as much coverage as it now offers. I
simply could not justify to policyholders or state regulators my company’s decision to take such
a large risk relative to the size of the company’s surplus. Furthermore, my company would risk a
downgrade in our financial strength rating by rating agencies under new requirements that
insurers provide information about their exposure to terrorism risk including estimated potential
insured losses resulting from simulated terrorism events.

Why should Congress care about maintaining a market for smaller carriers? The answer is
simple. Large companies do not operate in all areas and markets. Small and medium-sized
insurance carriers, those with annual direct written premium of less than $1 billion, inject
competition in markets where little or none exists, provide coverage that would otherwise be
unavailable in certain regions and serve specific niche markets that many larger carriers have
avoided since 9/11.

In 2004, of the 2,100 property and casualty insurance companies operating in the United States,
only 40 had writings in excess of 81 billion and only 58 had policyholder surplus in excess of $1
billion. Of the 1,028 companies that write TRIEA exposures, 94 percent have less than $1
billion in surplus. Small and medium-sized companies represent 83 percent of all companies
writing workers' compensation, with 27.2 percent of the premiums.

A high event trigger would force small and medium-sized companies to exit the market, which
would erode capital rather than build it. A smaller private insurance market would further
expose the federal govemment to greater costs should another terrorist attack occur.

In order to assure their continued involvement in the sale of terrorism risk insurance, I believe
that the trigger in any long-term program should be set at a level that will continue to encourage
their participation. If the event trigger is too high and we are forced to withdraw, there will be
many markets where the large insurers will not take up the slack, resulting in serious harm to
policyholder companies in those markets. While the cost to the federal government of a long-
term trigger of $50 million would be negligible, the cost to these companies of a higher trigger
would be too much for them to assume and the cost to the economy could be overwhelming.

I’d like to make one more comment on a long-term program. While the capital markets have
limited appetite for terrorism risk, they have almost no appetite for NBCR coverage. In order to
make limited coverage available, and bearing in mind the inevitable involvement of the federal
government should such an event take place, I would recommend the federal assumption of
NBCR risk on a reinsurance basis for certain losses, with perhaps the first $10 billion of loss to
the federal plan reimbursed by a post-loss assessment as a percentage of industry premium in
covered lines.

I would also recommend ending the distinction in existing law between foreign and domestic
terrorist events, with only the former covered. Events subsequent to 9/11 have demonstrated that
there are many home-grown terrorist cells around the world and, undoubtedly, there are some in
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the United States as well. The damage to our nation would be just as great whether the source of
a particular terrorist attack is foreign or domestic. Moreover, an attack could involve both
foreign and domestic elements or it might be very difficult to identify conclusively where the
perpetrators are from. That is why I recommend that the next legislation include both kinds of
terrorist events so that the country does not run the risk of finding itself in some bureaucratic
limbo while we sort out the source of the destruction.

Finally, NAMIC supports a long-term program, Absent an extended reauthorization, the markets
would see the kind of disruption that occurred at the time TRIA was scheduled to expire in 2005,
with companies scurrying to address the uncertainty, often asking state officials to permit them
to provide exclusions in future contracts and sometimes making plans to withdraw from certain
markets or restrict coverage, The situation was chaotic for all concerned, both companies and
policyholders, and a long-term program would avoid such disruptions again. Is there a magic
number? No, but I would think it should be at least five to 10 years in length to create the
necessary certainty. Should subsequent events suggest the need for changes in the interim, there
would be nothing to prevent the Congress from revisiting the issue before then,

For a more detailed description of NAMIC’s views regarding a long-term proposal, I am
attaching NAMIC’s Statement of Principles on Terrorism Risk Insurance.

Mr. Chairman and Members of the Subcommittee, thank you once again for the opportunity to
testify on this issue of vital importance to myself, NAMIC member companies and the U.S.
econonty. Your continuing leadership on this issue represents the best in public policymaking
and we stand ready to assist you in any way in developing an effective long-term terrorism
insurance plan.
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NAMIC STATEMENT OF PRINICPLES
ON TERRORISM RISK INSURANCE

. Terrorism is an ongoing threat to the people and government of the United States.
Therefore, a long term insurance industry program coupled with a government backstop
at an appropriate level of loss is essential to assuring an orderly economic recovery and
reconstruction effort afler any significant terrorist attack.

. The Terrorism Risk Insurance Extension Act of 2005 (TRIEA) is a temporary measure.

The nation’s economic security requires a long-term private/public sector program.

. The government backstop was established under the Terrorism Risk Insurance Act of

2002 (TRIA) and extended under TRIEA because there was, and still is, insufficient

private sector terrorism insurance and reinsurance coverage to provide adequate coverage

in the event of another large-scale terrorist attack.

A long-term private/public terrorism insurance program is necessary because terrorism is

fundamentally an uninsurable risk, due to the inability of insurers to predict when events

will occur and because of the potentially catastrophic costs of an attack.

. To be effective, a permanent terrorism program must allocate the costs of terrorism

events between the private and public sector in a way that maximizes private sector

involvement while assuring that private insurers can continue to meet their obligations
across all economic sectors and insurance product lines after a terrorism event,

. The goal of public policymakers should be to allow the private sector to take on more of

the risk over time by enacting a long-term terrorism insurance plan that will enable

insurers and reinsurers to gradually develop additional capacity in order to provide
coverage to businesses and property owners that need it.

We recommend adoption of a three-tier solution.

1. The first layer would consist of private primary insurance and reinsurance, as exists

under TRIEA, and would include the following elements:

o Small and medium-sized insurance carriers form the backbone of the industry and
support niches of terrorism coverage larger carriers have historically avoided.

o A permanent event trigger should be set at a level that will continue to encourage
participation by small and medium-sized insurers. Too high a trigger would drive
them from the market because reinsurance costs would be too high, making
primary coverage unaffordable.

o Individual company deductibles and the industry retention level should be tied to
premium income, but set at levels that would enable the industry to continue to
meet its other claims obligations and perform its economic role after paying off its
share of the losses from a terrorist attack.

o State laws that (a) prohibit insurers from excluding terrorism and (b} prevent the
free market from setting adequate rates for terrorism insurance should be
preempted.

The second layer would be an industry-sponsored reinsurance facility to encourage

the development of new private sector capital for terrorism. It would act as a bridge

between the purely private sector layer and the private/public sector liquidity
backstop in the third layer.

r
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Initially it might cover losses of about $10 billion to determine how much private
sector capacity can be developed from the capital markets.

U.S. companies eligible to access recoveries from this facility would fund the
initial and ongoing capitalization through a policyholder surcharge.

The facility should be authorized to purchase reinsurance protection.

The facility would collect premiums and provide Industry Loss Warranty (ILW)
reinsurance to insurers and reinsurers.

3. The third layer would be a private/public partnership that would provide a liquidity
backstop in the wake of catastrophic terrorist events.

Q
<

Outlays would be recovered, in part, by a fixed annual policyholder surcharge.
Aggregate annual financial protection would be provided for 90 percent of all
eligible losses, losses beyond those covered by the first two tiers, up to $100
billion.

8. In addition, we recommend a separate federal reinsurance program for losses arising from
NBCR attacks.

©
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For losses covered by private reinsurance (e.g., worker's compensation, fire
following), the program would provide first-dollar reinsurance.

For losses not covered, but that would be covered in the absence of an NBCR
exclusion, a direct federal NBCR insurance rider should be created, to be
administered by the insurer on a follow-form basis.

The first $10 billion of insured losses paid for by the federal plan should be
reimbursed by a post-loss assessment as a percentage of industry premiums in
covered lines.

The NBCR program should apply to the commercial lines covered under TRIEA.

9. By encouraging the maximum private sector protection while recognizing the need for
federal participation, a successful terrorism risk insurance program will reduce
government exposure, increase the take-up rate for terrorism coverage among businesses
and commercial property-owners, and thus reduce the costs the federal government
would otherwise bear in the event of a catastrophic terrorist attack.
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Liberty Mutual appreciates the opportunity to submit this testimony in support of a
long-term commitment to continue the public-private partnership that is the essence of the
Terrorism Risk Insurance Act of 2002 (TRIA) and its successor, the Terrorism Risk
Insurance Extension Act of 2005 (TRIEA). Rather than another shott-term extension, we
urge the Committee — on behalf of our customers, many of them employers and property
owners here in New York City — to move quickly to meet the long-term terrotist challenge

facing our nation.

A critical aspect of that challenge is to provide a durable bulwark against the
potentially devastating economic consequence of a terrorist attack. The insurance
mechanism can play a key role — as it did, profoundly, following September 11% — providing
the financial tesoutces to help people rebuild their lives and livelihoods following a terrotist
attack. A long-term extension of TRIEA will enable the insurance industry to continue to
perform this vital role. Without TRIEA, the industry’s ability to serve its customers by
providing the financial protection they need and deserve will be severely compromised and
our nation’s economy put at significant risk. Without a long-term TRIEA we will condnue to
be faced with the perodic disruptive effect of the uncertainty as to the availability of

coverage.

There is no longer any serious debate that available terrorism risk insurance is an
essential ingredient of our national defense against terrorism. The only question is the
reladve role of the federal government versus the private market. Libetty Mutual believes
that the current law — the Terrorism Risk Insurance Extension Act — strikes an appropriate

balance. Congress has acted wisely in constructing legislation that relies to the greatest
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degree possible on the private insurance and reinsurance markets, although, as I will discuss,
thete are a few areas that need improvement ot clarification.  As a strong proponent of the
private market’s ability to respond to and manage financial risks, if we thought that TRIEA
interfered in any way with the development of a private market for terrotism risk, we would
be the first in line to call for its repeal. We are confident that without TRIEA there would
be far less coverage available for terrorism tisk and no voluntary coverage available for
nuclear and related risks of mass destruction. It is the existence of TRIEA that enables the
industry to offer terrorism risk coverage today...and so we call on this Committee and the

Congress to pass a long-term extension of TRIEA .

For several reasons outlined below, a significant public-private partnership is

essential for ensuring the availability of terrotism risk insurance.

UNDERSTANDING THE USE OF INSURANCE CAPITAL

Some people have suggested that since capital within the insurance industry is
roughly $675 billion, the industry has sufficient capacity to assume the risk of terrorism.
These estimates, however, include capital in the life, home, and auto insurance industry,
which is not available for the terrorism risk addressed by TRIEA—as well as capital that
undespins other business line risks. For example, at Liberty Mutual we have $12 billion in
policyholder surplus, which supports all our policyholders including homeowners exposed to
hutticane risk, automobile owners exposed to accidents, workers exposed to lost time and
medical expense from wotkplace accidents, and others; our surplus is not just set aside to

COver £xposure to terrotist events.
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Many terrorism loss scenarios are modeled at costs exceeding $100 billion and some
very plausible events at $700 billion or more. Yet, the entite property and casualty insurance
industry has only an estimated $151 billion of capital backing all risks - including fire, wind,

accident or other insured perils - covered by TRIEA-backstopped policies.

Without TRIEA, there is the vety real potential that terrorism-refated losses would

overwhelm the industey’s ability to pay its customers” losses.

There are Limited sources of new capital,

Sources of new capital are few and limited. Organic growth (operating income and
investment returns) is slow, subject to taxation, and inadequate to the terrorism risk. This is
true despite significant earnings across the industry in 2006 ~ even many years of strong
earnings would be insufficient to build the capital base necessaty to assume the risk of
catastrophic terrorist-caused loss. The capital markets will not provide the answer, they are
limited by prudent financial management, investots, tegulators and rating agencies. Despite
demand there has been minimal interest in Terrorism-Catastrophe bonds, unlike the case for
hurricane catastrophes. Reinsurance is an option but global capacity is very limited for
terrorism risk (estimated $6-8 billion) and almost none exists for NBCR {nuclear, biological,

chemical, and radiological nisk).

OPERATING IN A HIGHLY REGULATED MARKET
Some critics of TRIEA suggest government should get out of terrorism insutance
completely. They say: let the free marker handle terrorism. At Liberty Mutual, we Ffully

believe free markets are better. Wherever we operate, we push hard for free markets. But
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terrorism insurance is not a free market. In a free market, providers of products and services
compete to sell those products and services. If the terms, conditions, or prices are
inadequate, or if the risk of loss is too latge, the provider has the option to withdraw. We
cannot withdraw from terrorism insurance. For example, in each and every state (as
discussed further below) workers compensation must cover all loss from terrotism. If
pricing is inadequate, or exposure too great, the only way to avoid the risk is to completely

withdraw from the workers compensation market.

Highly-Regulated Markets Present Distinct Challenges

Insuters operate in highly regulated environments. State insurance laws and
regulations constrain capital and significantly limit the choices insurers can make to protect
themselves from essentially unlimited terrorism exposure. Workers compensation is a
particularly good example. Under state wotkers compensation laws, employers must
purchase coverage to protect their employees. Insurers that provide this critically important
insurance are required to do so without exclusions ot limits of any kind. Thus the potential
for large losses from terrorism, even for a single employer, can be very great. For example,
the value of survivor’s benefits for a 42-year-old spouse with two children is about $4 million
in Massachusetts. A terronist attack tesulting in 1,000 deaths at a Liberty Mutual insured
workplace in Massachusetts could cost us $4 billion — or about a third of our policyholder
surplus. As we learned in 2001, not very far from here, 1,000 deaths or more from a single

terrorist attack is a very real risk.

Regulatory requirements on commercial property insurance further accentuate the

challenge. Insurers face mandatory “fire following™ coverage in standard fire policies in
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certain major market states including Califomnia, Illinois, and here in New York. Therefore,
terrorism risk cannot be effectively excluded. Beyond commercial property, insurers are
constrained by rate and form regulation in all lines of insurance. For example, Florida,
Georgia, and New York only permit terrorism exclusions to the extent customers elect not
to purchase coverage. Absent TRIEA and its mandatory “make available” requirement, the

industry would have to provide the coverage in all cases or withdraw from the market.

Finally, insurers are required to participate in funding residual market coverage for
those who cannot obtain insurance in the voluntary market. And, insurers must pay
assessments so that guaranty funds in each state can pay the claims of policyholders of
insolvent insurers. Thus, whether or not we reduce our exposure to terrorism risk, Liberty

Mutual remains exposed to the losses and underwsiting judgment of others.

These regulatory requirements restrict the industry’s ability to manage its exposure to

unpredictable and lazge-scale terrorism risk.

A FIDUCIARY OBLIGATION TO PROTECT CAPITAL
There is a limited amount of capital any company could make available to underwrite
terrorism risk. Each company has its own risk parameters, its own risk appetite, its own
return objectives, its own view of the risk, and its own methods of allocation of capital to
various risks. In the end, every company has a limited amount of capital to make available
to underwrite terrorism; to expose more than that to the risk would be a breach of fiduciary

responsibility.
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Alternative is Reduced Exposure to Terrorism Risk

In the absence of TRIEA or a similar public-private partnership, insurers would be
unable to add sufficient capacity from private sector sources; therefore, we would have to
significantly reduce exposure to terrorism risk. First, we could try to reduce exposure by
using coverage exclusions ot limits. But, as discussed, those tools are not available anywhere
in workers compensation ot for propetty insurance in certain standard fire policy states.
Second, we could manage risk concentrations to ensure against over-exposure to terrorism
risk in certain customer locations and geographic areas. To do so, we would udlize geo-
coding and other data cn the number of policies, employees, and property values in specific
locations. To keep concentrations low, we would shed risk by ceasing to write certain risks
in certain areas or by not renewing existing coverages. These choices, while not made easily,
would be necessary in the absence of TRIEA, and would also have a hugely negative effect

on the economy, as businesses would be unable to get needed insurance coverage.

RISK OF RUIN
Since company deductibles are so large, TRIEA would reimburse the industry only if
a truly significant event occurred. At Liberty Mutual for example, our TRIEA deductble is
$1.6 billion. A backstop that protects us from a loss exceeding such a large deductble is
hardly 2 handout — especially considering we’re offering coverage we would otherwise not

offer, or would offer on significanty different terms.

So the challenge moving forward is to create a mechanism that achieves two goals.
First, o make certain needed insurance is available for economic growth by creating a

structure in which insurance companies can write the coverages businesses need to manage
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their risk without exposing themselves to financial ruin. And second, we need a vehicle that

encourages the private market to develop financial responses to terrotism.

LONG-TERM TERRORISM RISK INSURANCE PROGRAM
Liberty Mutual believes that TRIA and TRIEA have worked exactly as intended to
promote the availability of terrorism risk insurance at commercially reasonable prices. This
essential public-private partnership should be extended on substantially the same terms as it

was conceived in 2002 and amended in 2005 for as long as the terrorist threat persists.

The structure of TRIEA is sound. By establishing a per-company “deducuble,” each
company is responsible for its own underwriting decisions. Unlike pools or similar
mechanisms that distort the market by forcing some companies to live with the bad
underwriting decisions of others, TRIEA defines the level of risk to be managed by the
private market — one company at a time. After all, the industry doesn’t write insurance —
individual companies do. We urge the Committee to keep the current structure of TRIEA

ntact.

However, we believe serious consideration should be given to improving TRIEA in
three important ways:

First, extend the law indefinitely — or until the President determines that the threat of
tertorism to the homeland has ceased. Short-term extensions cause market uncertainty as
sellers can’t offer and buyers can’t depend on coverage for terrorist risk. This is particularly
disruptive of large scale, long duration real estate projects, but it also has negative

consequences across the commercial markets.
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Second, eliminate the artificial distinction between foreign and domestic terrorism. If
the purpose of the law is to provide economic stability by maximizing use of the private
msurance mechanism, it makes no sense to exclude from that protection acts of domestic
tetrorism.

Third, consider removing or enlarging the program cap at least as it relates to
nuclear, biological, chemical, and radiological nisk, and clarify that private companies have
no responsibility for NBCR losses above $100 billion, once they have met theit own
deductibles. Simply put, NBCR risk is not insurable in the private market. Only the federal

government has the responsibility and the resources to respond.

The potential human and ecopnomic consequences of an NBCR event are
frightening. According to modeling by the American Academy of Actuaries, a single large-
scale NBCR attack has the potential to cause insured losses of $700 billion or more
depending on weapon type and location. A medium scale NBCR attack in a major U.S. city
could result in insuted losses in excess of $100 billion. Beyond the costs of compensadon,
NBCR attacks would disrupt the economy and shut off sources of insurance induscey capital
to pay current and future claims — both related to the terrorist event and the ongoing claims.
Moreover, losses from NBCR attacks could take years to quantify. Unlike damages from
conventional attacks, NBCR damages will take much longer to determine given the latent
nature of potential injuries. Also, the public’s reaction to such an event can bring additional,
yet unforeseen economic and emotional damages. Such extreme and long-term uncertainty

means the msurance industry cannot assume the risk.
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Given the unique properties of NBCR risk, insurets and reinsurers have histonically
excluded such risk from their contracts. The major exceptions are workers compensation
and, in some states, property insurance where exclusions by primary insurers are not
permitted — although teinsurers routinely exclude all NBCR. NBCR risk remains outside the
capability and capacity of the insurance industry. Thus, NBCR =sk should receive
differential treatment, distinct from the nisk of convendonal terrorism, in any legislative

successot to TRIEA,

We believe that these improvements to TRIEA — long-term extension, coverage for
domestc terrorism, and expanded federal role for NBCR risk — effectively and fairly balance
the public and private roles. The private market remains responsible for both conventional
and NBCR risk up to its aggregate deductible and co-pay — roughly $42.5 billion - and is
subject to potential surcharges for any federal dollars expended up to $100 billion. The
federal government acts as a high level backstop in the case of conventional terrorism risk,

and assumes an appropriately larger role in the case of a nuclear or similar attack.
Liberty Mutual is committed to working with this Committee and others in our
industry and in the policyholder community to establish a public/private pariership that

makes terrorism insutance coverage available for the long-term.

Thank you.

10
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Chairman Frank, Chairman Kanjorski, Ranking Member Pryce, members of the
committee — Good Morning. My name is Janno Lieber. Iam Senior Vice President at
Silverstein Properties, where I have overall responsibility for the World Trade Center
rebuilding project. I'm here this morning to testify not only on behalf of the Silverstein
organization, but also on behalf of the Real Estate Board of New York (REBNY) and its
members. Over the past few years, REBNY has been an effective leader on this very
important issue of terrorism insurance. Thanks are particularly due to the efforts of two
members of the REBNY Board who — in addition to leading a couple of the most
substantial real estate firms in the entire country -- have spent countless hours on this
issue: Steve Green, who is testifying with me here today, and Bill Rudin. Ishould also
acknowledge the work of Steve Spinola, the President of REBNY, and Marolyn

Davenport of his staff.
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Thank you for making the trip to New York City. Over the past five years, this
committee has given New York and its people tremendous support as we have faced the
various impacts of 9.11 -- not least in the area of terrorism insurance. Id also like to
thank Chairman Kanjorski and Congresswoman Pryce for scheduling this hearing early in
the session, and for making TRIA extension a priority.

Background:

As you know, the Silverstein organization leased the commercial office portions
of the World Trade Center site from the Port Authority of New York and New Jersey just
six weeks prior to September 11, 2001, Since that terrible day, our entire effort has been
focused on rebuilding lower Manhattan as a dynamic mixed-use district, including a
Memorial commemorating the 2,749 lives lost.

After several years of planning and extensive public dialogue, all parties are
united as to what will be built at the World Trade Center — and also where, when and by
whom, In late 2006, the new business arrangements between Silverstein Properties and
our partners at the Port Authority of New York and New Jersey were formally and finally
agreed upon ~ with the full support of the State of New York, the State of New Jersey
and the City of New York. This means that the entire World Trade Center site —
including four exceptional skyscrapers designed by world-renowned architects ~ will be
rebuilt by 2012. You saw the beginnings of this work when you visited the site this
morning. These soaring towers will make a magnificent contribution to the rebirth of
lower Manhattan, joining the Calatrava-designed PATH Transportation Hub, expanded
retail, a new Performing Arts Center, and, of course, the Memorial to make lower

Manhattan one of the most exceptional places in the world.

®
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Over the past few years, since the enactment of TRIA, the private insurance
market has rebounded -~ to a degree. However, in some areas, especially densely

developed areas perceived as “high risk,” there is simply insufficient insurance capacity —

both terrorism i e, and other i es that have a terrorism component, such as
builder’s risk insurance. Thus, the circumstances that prompted Congress to create TRIA
—a shortage or unavailability of insurance, threafening market disruption - still prevail.
As detailed below, this is very much the case in lower Manhattan, which has suffered two
terrorist attacks since 1993. Worse, there is a very real possibility that the expiration of

TRIA or the program’s inability to deal with lower Manhattan’s unique ci ance:

could actually srigger a halt to the rebuilding of the World Trade Center and the rest of
lower Manhattan.

We believe the debate about TRIA ought to focus less on the insurance industry
and more on the policyholders — the owners, builders and managers of commercial and
residential real estate in New York City. TRIA was designed to assure that terrorism
insurance would be available and affordable to policyholders in order to protect the jobs
in our buildings and the construction jobs that follow from our ability to develop
buildings - including large-scale development projects like the one you saw this morning
at Ground Zero. While reports indicate it is working reasonably well on a national scale,
here in New York City ~ the largest real estate market in the country ~ it has been only
partly successful, and there is a need for additional steps to encourage the insurance

industry to make more capacity available.
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Need for Permanent or Long-Term TRIA Extension:

The most important action Congress can take to assure availability of terrorism
coverage for densely developed areas like New York City is to extend TRIA either
permanently or for a very long period, i.e., no less than fificen years. A long-term
program is necessitated by the basic realities of how buildings are financed, built and
insured on large-scale development projects, Large-scale developments -- a category
that includes a very large portion of the projects in New York City -~ can take a very long
time from start to finish, including a three-to-five year design, planning and approval
process, followed by several years of construction, and another few years of lease-up.
TRIA needs to be tailored to match the timelines and exposures that the construction
industry, lenders and insurers analyze when making decisions about whether to build,
finance or insure these large-scale projects. The failure to do so will create inefficiencies
in the market and impede new construction. And a short term renewal will not solve this
problem.

Focus first on how the duration of the TRIA program impacts on the financing
process. Today, most large commercial loans are securitized in order to create bonds that
are purchased by institutional investors. Lenders often do not hold the loans that they
originate, but usually sell all or a portion of the loans for regulatory or liquidity reasons.
In order to receive investment-grade ratings from credit rating agencies -~ which are often
necessary to get investors to purchase the bonds -- the underlying collateral must be
secured. The potential that a project might lose access to terrorism coverage -~ for
example, if the TRIA program expired — will impact on a project’s ability to obtain an

investment-grade rating; this is especially true of construction projects in highly
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concentrated, “high-risk” areas like Midtown or lower Manhattan. The federal backstop

provided by TRIA, of course, does not guarantee that the insurance industry will actually
make terrorism coverage available in these and other “high-risk™ areas, or in adequate
amounts; other changes to the program will be necessary to accomplish that goal.
However, making the program permanent at least eliminates the risk that rating agencies
must account for the possibility that a project will be unable to purchase insurance in the
marketplace because the federal backstop has disappeared.

There are other lender concerns that should be taken into consideration in
determining the duration of the TRIA program. A substantial percentage of large, fixed-
rate commercial loans are for terms of at least ten years — in some cases longer. If the
term of a loan exceeds the length of a TRIA extension, the lenders must assess the risk of
having to terminate the loan early because the borrower defaults on the covenant to
maintain specified terrorism coverage. Alternatively, the lender will simply decide not to
write the loans for a Jonger period than TRIA or not to write such loans at all.

Another aspect of the financing issue is that construction lenders need to know
that permanent financing will be available to re-pay construction loans at the time of
project completion -~ financing that may not be available if TRIA has expired before the
project is completed and the buildings are fully leased. Further, project participants —
including construction managers, contractors, owners, and lenders — normally require that
project insurance policies be non-cancelable during the course of construction. Some
insurers will reserve the right to cancel if reinsurance changes. A long term extension of
TRIA is necessary to give all parties the confidence that terrorism insurance would rot be

cancelled as a result of the disappearance of the federal backstop.
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In short, lenders, builders, and owners — who make up the membership of
REBNY -- cannot embark on high-value construction projects where it is impossible to
get insurance to protect against the risk of a loss. Most likely, developers will not
initiate these projects if there is no guarantee they will have access to terrorism insurance
through the period of construction ~- and, thereafter, until after the expiration of the five-
plus years of the statutes of repose governing design and construction design flaws.
Need for Additional Capacity:

I want to discuss one other major challenge today faced by Jarge-scale projects in
high risk areas - the shortage of capacity. All over New York City, real estate owners
and developers are struggling to obtain and maintain sufficient terrorism insurance. 1
spoke to one major owner whose lower Manhattan portfolio is worth roughly $10 Bitlion,
but who has been unable to obtain more than $1 Billion of terrorism coverage. Another
company was forced to delay a multi-hundred million dollar development while their
businesspeople traveled to Europe, Asia and other foreign markets seeking to secure
terrorism coverage. This shortfall in the terrorism coverage available here — which
continues even though the TRIA program is in place —- is causing a wide variety of legal
and business problems for these owner and many others like them.

The project I oversee for Silverstein — the World Trade Center rebuilding
provides a clear example, The World Trade Center will cost in the range of $13-$15
billion in total, including the four office towers, PATH Hub, the Memorial and all the
infrastructure to serve this new district. But according to the leading insurance

consultants and brokers in New York City, even with the current TRIA extension in
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place there is now less than $750 million worth of coverage available in the entire lower
Manhattan market.

We strongly believe that a TRIA extension ought to address the capacity problem
of densely developed urban areas branded as “high risk” by the insurance industry -- for
example, lower Manhattan, Times Square and the Grand Central Station area. Today you
are hearing from Mayor Bloomberg and several others, including Steve Green, one of the
very largest owners in the City, about the need to address the problems of the current
TRIEA relating to certified and non-certified acts — the foreign versus domestic
distinction -- and so-called NBCR events. These proposed general “fixes” to TRIA are
badly needed in order to free up terrorism insurance capacity. However, even if these
important corrections are made there will still be questions about whether the incentives
will be sufficient to attract more capacity to certain areas perceived as “high risk.”
Therefore, we suggest that consideration be given to additional actions — for exarnple, (a)
reducing the current “deductible retention” applicable to insurers under the current
TRIEA for policies written to cover projects in areas that have previously experienced
acts of terrorism or are otherwise judged “high-risk,” and/or (b} reducing the current $100
million TRIEA program trigger. We are not absolutely wedded to any particular
mechanism, But we do need this committee’s leadership and creativity to find a way to
assure that terrorism insurance is available to Midtown and lower Manhattan and other
areas like them, where there is now a significant capacity shortfall. Obviously, it would
be a great disappointment to everyone involved with the TRIA program if the
redevelopment of the World Trade Center were seriously hindered by an inability to

obtain terrorism insurance.
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There is one other step Congress can take in order to free up terrorism insurance
capacity. We also urge that a TRIA extension clarify the scope of TRIA coverage by
making it clear that TRIA is a backstop for all proximate consequences of a terrorist
attack, including a fire or collapse following an attack — as well as damages from the
initial impact or explosion. Unfortunately, the scope of TRIA coverage is currently
somewhat unclear, and therefore terrorism risk is bleeding into non-terrorism builder’s
risk and property insurances and causing a shortage of capacity for those coverages ~
especially in certain highly concentrated, “high-risk™ areas like lJower Manhattan,
Conclusion:

The TRIA program is essential to give projects any chance of obtaining the
terrorism insurance which Jenders and investors will require. It has been a success and it
should be made permanent. However, according to our insurance professionals, it would
not now be possible, even with the TRIA extension in place — to adequately insure even
one of the four office buildings now planned for construction on the World Trade Center
site. Also, this doesn’t account for the terrorism insurance needs of several other office
buildings and a major transportation hub being constructed nearby - which will all have
the effect of lessening capacity even further. In order to assure that commercial
developraent thrives in our major urban centers, it is critical that the Government
continue to work with the private sector to develop a long-term, workable solution,
including some adjustments 1o the TRIA program designed to increase terrorism risk
insurance capacity in high risk areas.

Thank you again for allowing us to participate today.
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Chairman Kanjorski, Ranking Member Pryce, and members of the Subcommittee, the
Independent Insurance Agents and Brokers of America (ILABA) is pleased to have the opportunity to
present our association's perspective on terrorism insurance.

1IABA is the nation’s oldest and largest trade association of independent insurance agents and
brokers, representing a network of more than 300,000 agents, brokers, and employees nationwide.
ITABA represents small, medium, and large businesses that offer consumers a choice of policies from a
variety of insurance companies. Independent agents and brokers offer a variety of insurance products
-- property, casualty, health, life, employee benefit plans and retirement products -- and sell nearly 80
percent of all commercial lines policies in the country. Members of the Big “I”, as we are known,
write the coverage for America’s businesses and serve as the conduit between consumers and
insurance companies, and therefore we understand the capabilities and challenges of the insurance
market. From this unique perspective, we urge Congress to develop a long-term solution for terrorism
insurance that enables the private sector to serve consumers and that limits federal intervention and
protects taxpayers.

We must begin by complimenting Chairman Frank, Chairman Kanjorski, Ranking Member
Pryce and all of the Members of this Committee and Congress for recognizing the importance of a
federal role in terrorism insurance and enacting the Terrorism Risk Insurance Extension Act (TRIEA)
of 2005, This extension Act and the original law, the Terrorism Risk Insurance Act (TRIA) of 2002,
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have worked to ensure that terrorism insurance is available and more affordable, protecting our
nation’s economic security.

We applaud you for holding today's hearing to examine the future of tetrorism insurance.
Clearly, the leadership of this Committee understands that the insurance market’s ability to protect the
American economy from the financial consequences of terrorism risk is a critical component of our
national security and vitality during the ongoing war on terror. Your efforts are crucial to finding long-
term solutions for the economic and physical risks associated with terrorism, and we thank you for
your continued leadership.

Background

it is well known that the insurance community performed admirably in the immediate aftermath
of September 11%, 2001, honoring its commitment and providing resources needed to quickly and fully
pay claims and thus playing a pivotal role in the recovery-and-rebuilding process. However, even
though the insurance marketplace responded effectively to the 9/11 losses, it was quickly apparent, and
remains so today, that insurers could not handle the risk of further large-scale terrorist events without a
federal backstop.

Not unexpectedly, insurers reacted in late 2001 and 2002 to the new perception of exposure and
lack of scientific terrorism modeling with exclusion clauses and outright cancellations of coverage.
This left agents and brokers in the always difficult position of being unable to meet consumers’ needs
for coverage. But beyond our own professional dilemma, it quickly became clear that the absence of
coverage presented an immediate threat to our country’s economy that had to be addressed —
construction and other important econormic activity were being impacted by the lack of coverage.

Fortunately, through the leadership of the Administration and many in Congress, particularly in
this Committee, the government did respond to address problems in the marketplace with TRIA. Those
of us in the market, however, do not need to be reminded of how acute the problem was before
Congress and the President enacted the Terrorism Risk Insurance Act in late 2002. Economic activity,
especially significant new construction projects, was beginning to be impacted by the inability of
owners to satisfy demands of current or prospective lenders to demonstrate adequate insurance
coverage. Fortunately, TRIA was put in place before the worst effects of this availability and
affordability crisis further injured our national economy.

However, as TRIA neared expiration at the end of 2005, many insurance policies covering
businesses of all sizes and types extended past the program’s December 31, 2005, sunset date.
Because state insurance regulators approved conditional terrorism exclusions in most states to protect
ins: vance company solvency after TRIA, there were continued concerns that policyholders could again
face potentially harmful gaps in coverage as the Act expired. With the risk of catastrophic attacks on
U.S. soil still very real, and the capability of both insurers and reinsurers to offer comprehensive
terrorisim coverage for an uninsurable risk still very limited, Congress wisely passed TRIEA, which
provided a two-year extension of the federal backstop under TRIA with some modifications to
encorage the private sector to take on additional risk.

e current public-private partnership created by TRIA, and extended in TRIEA, has worked
weii witd generully as intended, 2! 7 businesses across America to continy e g and growing,
and preserving jobs in the proce: A and TRIEA have saved our econo- of dollars by

2
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making terrorism insurance broadly available to all businesses that want and need this coverage at
virtually no cost to the federal government. Prices have come down, capacity has grown, and demand
is up in many geographic areas.

Unfortunately, the program is scheduled to expire at the end of this year, and there is no reason
to believe that the threat of terrorism is on the decline, or that the private insurance markets alone can
adequately meet our nation’s need for coverage. As such, [IABA encourages Congress to develop a
long-term solution to this problem, and we applaud the Committee for holding this hearing to explore
these important issues.

Post-TRIA Availability of Terrorism Risk Insurance

Although potential terrorism losses in the United States have been estimated at over $100
billion, current reinsurance capacity is only estimated at $6 to 8 billion.!"! As former Federal Reserve
Chairman Alan Greenspan and other notable experts have asserted, the private insurance market is
simply not in a position to handle the unpredictable nature and possible immense size and scope of
terrorist attacks.™ Despite the warnings of these experts, a specific plan for developing a private
reinsurance mechanism to spread catastrophic risk from terrorism has yet to f:mt:rge:,[31 Now is the
time to develop a long-term public-private partnership.

The original enactment of TRIA in 2002 and its extension in 2005 have been successful in
stabilizing the insurance marketplace and have helped eliminate the market disruptions and
uncertainties that were witnessed in the immediate wake of September 11, A failure to reauthorize
the federal program could have meant economic hardship for countless small and large communities
across this country and would have had an especially devastating impact on financial and commercial
centers, such as New York. As aresult of the enactment of TRIA and TRIEA, our members are
currently able to offer consumers options with respect to terrorism coverage.

However, months before the extension of TRIA in December 2005, these interested
policyholders were concerned that exclusions and sunset clauses would eliminate their coverage as
insurers prepared for the termination of the TRIA backstop. Although TRIA was extended, these
policyholders ~ including small and mid-sized businesses — continue to worry about the impact of
terrorist events in this country and their access to insurance coverage to help them get back on their
feet should another event occur. This concern is evident in the increased take-up rates for terrorism
insurance as consumer demand for terrorism insurance continues to grow.

1 See Franklin W. Nutter, President, Reinsurance Association of America, Testimony at the Public Hearing of the
Terrorism Insurance Implementation Working Group of the National Association of Insurance Commissioners 5-6 (Mar.
29, 2006), available ar hiip://www.naic.org/documents/topics tria_testimony0603 _RAA.pdf. Some industry
representatives, however, fear that capacity is much smaller. See Warren W. Heck, Chairman and CEQ, Greater New York
Mutual Insurance Company, Testimony at the Public Hearing of the Terrorism Insurance mplementation Working Group
of the National Association of Insurance Commissioners 4 (Mar, 29, 2006), available at

hitp:www.naic org/decuments/topics _tria_testimony0603 NY Mutual.pdf.

P Greater N.Y. Mutual CEO Makes Case for Terror Coverage, Insurance Journal, July 27, 2005,

' 1n fact, the Department of Treasury’s (Treasury) June 30, 2005 report to Congress concerning the terrorism risk
insurance program did not analyze this problem. See U.S. Dep't. of Treasury Office of Economic Policy. Repoit ro
Congress: Assessment: The Terrorism Risk Insurance Act of 2002 5 {June 30, 20033,
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We would like to stress that the interest in, and the need for, a terrorism insurance backstop is
NOT confined solely to large urban areas or to large businesses. IIABA represents agents and brokers
selling coverage to consumers across the country. Our collective experience establishes that terrorism
insurance coverage is not just a ‘big city’ or a ‘big business’ problem. It is a business customer
problem throughout the country; this is truly a national issue. As take-up rates have gone up across the
country, we have seen terrorism coverage purchased by a wide and diverse variety of interests, from
small towns in Mississippi to small and large businesses in New York City. As the intermediaries
between those customers and the insurers, our members remain concerned that the needs of many
policyholders will not be met with affordable and good quality coverage for this peril if there is no
terrorism insurance program in place after December 31, 2007.

Long-term Availability and Affordability of Terrorism Risk Insurance Coverage

In addition to the potential magnitude of losses from a future terrorist attack, a number of other
factors will determine the long-term availability and affordability of terrorism risk insurance coverage,
mcluding: (1) the ability to accurately predict the severity and, most importantly, the frequency of
terrorism given the increased threat; (2) the effectiveness of mitigation efforts; (3) the insurance
market's capacity for substantial catastrophic losses combined with policyholder take-up rates for
terrorism coverage; and (4) whether or not insurers are required to “make available” coverage for
terrorism risk. Although most of these factors are considered in the context of many types of perils,
their impact on the availability and affordability of terrorism is unique due to the nature of terrorism
risk.

While modeling has shown us that the size and severity of a terrorist attack could easily
threaten the capacity of the insurance market, the risk cannot be assessed in traditional ways. Insurers
lack confidence in modeling terrorism risk due to the lack of past statistical records for such risk.”!
Unlike other types of catastrophic risks, insurers and actuaries know very little about where or when
terrorisra might occur; how it might occur; how often it might occur; or the nature, effects, and costs of
such an attack. Much of the information that does exist is available only to governmental agencies that
fiercely guard it for security and law enforcement reasons. As a result, underwriters shied away from
terrorism risk before the creation of the TRIA backstop. Indeed, since the enactment of TRIA, insurers
have proven unable to introduce wide-ranging, new products for insuring terrorism risk. There is
currently no indication that the ability to accurately predict and underwrite terrorism risk will improve
significantly in the future and certainly not before the Act's expiration at the end of this year.

The unpredictable nature of terrorism also hinders the ability of the consumers who agents and
brokers serve to effectively mitigate against acts of terrorism. Although policyholders may invest in
increased security measures to thwart the efforts of terrorists, the effectiveness of these measures is
limited due to the proven adaptability of terrorists. Moreover, the incentives offered by insurers
frequently fail to match the expense of such measures.

1 Sge 1. wer from Dennis Fasking, Chairman, Extreme Events Committee, American Academy of Actw:. s, to Rep.
Rich:u 1 Baker, Chairman, Subcommittee on Capital Markets, U.S. House of Representatives (August 3%, avaifable at
httpsw wweactuary org/pd feasualtty/tria 080205 pdf.
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Notwithstanding the gap between potential losses and available capacity, policyholder take-up
rates for terrorism risk insurance coverage have increased since the enactment of TRIA®!  Increased
take-up rates translate into greater capacity to cover losses and spread risk, in addition to reducing
taxpayer exposure to post-event and ad-hoc government funding. Likewise, as capacity grows,
policyholder take-up rates should continue to increase.

While our members remain opposed to federal intervention in the insurance market in general,
they nevertheless acknowledge that the terrorism risk insurance coverage currently available to the
policyholders whom they serve would not exist without TRIA. This is a clear case of marketplace
failure, and in those rare instances, limited federal involvement in a reinsurance capacity is warranted.
Once the backstop expires, the challenges discussed above will likely paralyze the private insurance
market’s ability to make terrorism risk insurance coverage available and affordable for policyholders.
Federal legislation is necessary to ensure that policyholders continue to have access to such coverage.

Potential Solutions te Increase Private-Market Insurer and Reinsurer Capacity for Terrorism
Risk

Any analysis of the long-term availability of terrorism risk insurance must acknowledge the
unique nature of terrorism risk. Terrorist acts are nearly impossible to predict because they are
intentional and heinous acts committed by those who wish to attack our country, our institutions, our
livelihood, and our sense of security. Given the unique nature of terrorism risk, the insurance market
has proven unable to make meaningful assessments or judgments about possible terrorist events.

Specifically, IIABA believes that a private-public partnership remains essential to the challenge
of making terrorism risk insurance available after the expiration of the Act at the end of this year.
Although some potential solutions might allow for the reduction of federal involvement in the years to
come, it may be difficult to substantially reduce such a role in the immediate future without disrupting
the market. Indeed, it will take decades for the industry to close the gap between the estimated $6 to 8
billion in cwrent reinsurance capacity and potentially hundreds of billions of dollars in losses from a
terrorist attack. ' As such, public participation is necessary to encourage private markets to get in and
stay in the business of insuring terrorism risk.

The creation of an effective and long-term mechanism is essential for managing the risk posed
by terrorist events. Without some form of meaningful solution, terrorism coverage will be extremely
difficult - if not impossible — for most to obtain after December 31, 2007, and, as noted above, the

1A survey conducted by the Morigage Bankers' Association and reports by the RAND Center for Terrorism Risk
Management and Marsh suggests that policyholder take-up rates have increased since the enactment of TRIA. See Survey:
Lack of Terror Coverage Would Hurt Commercial Mortgage Market, fnsurance Journal, June 8, 2004; Peter Chalk et at.,
Trends on Tervorism: Threats to the United States and the Future of the Terrorism Risk Act 8 (RAND Center for Terrorism
Risk Management Policy 2005), available at httpffwww rand.ore/pubsimonocraphs/2003/RAND MG393.pdf; Marsh,
Markenwatch: Terrorism Insurance 2005 6-14 (2005), available at

hetp:/www.marsh dk/files/Marketwatch Terrorism_Insurance 2005.pdf.

181 See Marsh, Marketwatch: Terrorism Insurance 2005 33 (2005), available at
hitp//www . marsh di/files/Marketwalch Tewovism Insurance 2003.pdf.

1% Countries such as the U.K., France and Spain, which have a longer history of protecting against tesr st threats, have
long accepted that government must play a role in insuring against terrorism losses.
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impact will likely be felt before then. Such an outcome would be especially troubling for small and
medium-sized businesses, which are already challenged by the current environment and are not in a
position to self-insure. The vast majority of businesses in this country are of this size, and the
nonexistence of some form of a terrorism insurance program could have devastating effects on the
national economy. For these reasons, IIABA urges Congress to continue analyzing long-term
strategies before the expiration of the federal backstop next year.

Insurance Coverage for NBCR Events

We believe that any long-term solution to protect the nation’s economy in the face of
substantial terrorism losses must address potential losses from nuclear, biological, chemical or
radiological (NBCR) events. Other than coverage included in statutorily mandated lines (e.g., workers
compensation), little coverage is available for NBCR events. Although NBCR losses are perhaps the
most catastrophic types of terrorist attacks, coverage for these types of losses is currently excluded
from most existing terrorism risk insurance coverage.

The American Academy of Actuaries (AAA) recently estimated that insured losses from a
conventional truck bomb attack, as well as medium and large NBCR events caused by terrorism, could
reach $778 billion in New York City.m The AAA estimated that losses in four U.S. cities could reach
the following levels:

Losses from a Truck Losses from a Medium  Losses from a Large

Bomb Attack NBCR Event NBCR Event
New York City $11.8 billion 446.5 billion $778 billion
Washington, D.C, $5.5 billion $106.2 billion $196.8 billion
San Francisco $8.8 billion $92.2 billion $171.2 billion
Des Moines $3 billion $27.3 billion $42.3 billion

The difficulties of developing adequate capacity to cover terrorism Josses due to terrorism and
diversifying risk are aggravated in the context of NBCR events. Currently, there is essentially no
reinsurance capacity for NBCR losses. NBCR terrorism risk is even more difficult to predict and
underwrite than non-NBCR terrorism risk. Moreover, as discussed during the NAIC Terrorism
Insurance Implementation Working Group’s public hearing on terrorism insurance availability last
year, it could take many years to quantify the damages from a NBCR attack.

During our participation in the development and extension of TRIA, IIABA supported
mandatory availability of insurance coverage for both conventional and NBCR losses. Based on our
experience in the market, we know that policyholders desire a long-term solution to the availability of
terrorism risk insurance, including coverage for NBCR events. Policyholders want certainty for their
business planning and operations, and they clearly do not want to be subject to on-again, off-again
terroris:1 insurance mechanisms, and exclusions for NBCR losses. Terrorism is perhaps the greatest

% See Emily Crane. IABA. The Potential Costs of Terrorism, Insurance News & Views, Apr. 6,20« .uilable at
atpwe v diaba net/IAMag/News Views/)40606 htmi.

.
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threat to our nation’s economic future, and we believe that the reality of potentially large losses from
NBCR events must be addressed to protect our economy, as well as policyholders and taxpayers.

Given the potential magnitude of NBCR losses, a catastrophic attack in a line not covered
under the TRIA program (e.g., NBCR) would almost certainly lead to a substantial government
bailout. In light of the potentially enormous burden that taxpayers could face as a result of NBCR risk,
it is imperative that policymakers work to help develop the private insurance market’s capacity for
losses. As demonstrated with non-NBCR coverage under TRIA, we do not expect the private
insurance market to view NBCR risks as insurable or move toward developing capacity to cover such
risks without encouragement from the federal government. Public participation is a vital requirement
for any long-term solution for increasing private market capacity to cover these types of events. We
commend the Committee for recognizing the unique NBCR risks by including the NBCR make
available provision in the House-passed TRIA extension, H.R. 4314, in 2005.

Nationwide Need for Terrorism Risk Insurance

In addition to the capacity problem, we believe that insurers’ ability to diversify risk will also
pose challenges to the long-term availability and affordability of terrorism insurance. The nature of the
risk presented by terrorism requires that any long-term solution enable the market to spread the risks
associated with terrorism and develop as broad a funding base as possible. This means focusing on
increasing take-up rates in all communities, which is closely related to the availability and affordability
of coverage. As former Washington, D.C. Insurance Commissioner Larry Mirel noted in
Congressional testimony, businesses in New York City, Washington, and other prominent “target”
areas pay very high premiums for terrorism coverage ~ even with the existence of the federal program
- yet they are not the true targets of terrorists.!' Terrorists, as the Commissioner noted, want to attack
America, and an attack on any particular town or City is actually an attack on our nation as a whole.!'?
Accordingly, it is both appropriate and fair for policymakers to identify solutions that truly help protect
America’s national economy and identity through a wide spreading of this distinctive risk.

Domestic v. International Terrorism

Although domestic terrorisu is excluded from the current federal terrorism risk insurance
program, we would recommend that any long-term response eliminate the distinction between
domestic and international terrorism. Domestic terrorism, which presents many of the same
characteristics of international terrorism, is a very serious threat and coverage for this risk is largely
unobtainable in the marketplace today. ITABA believes that such distinctions are likely to prove
irresolvable in the aftermath of an attack. Distinguishing between domestic and international terrorism
can be difficult (if not impossible) as the anthrax incidents of 2001 and the London Underground
bombings of last summer demonstrated. In short, IIABA continues to believe that the terrorism peril
should be treated on a seamless basis without such distinctions, as it was treated in H.R. 4314 in 2005.

1 The Future of Terrorism Risk Insurance: Hearing Before the Subcomm. on Markets, Insurance and Government
Sponsored Enterprise of the H. Financiul Services Comm. 3 (July, 27, 2005) (statement of Laurence H. Mirel,
Commissioner, District of Columbia Depariment of Insurance, Securities and Banking, Testimony before the House

Financial Services Committee); available ar hutp:fifinancialservices howse covimedia/pdtf07 2705 m pdf,
H2 id.
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onclusion

[IABA applauds Congress for not ending TRIA abruptly in 2005 and for passing a two year
extension, TRIEA. Although it seems the terrorism insurance program was only recently extended, it
is time to start looking ahead, and we thank the Committee for beginning this process today. The need
for action is actually more urgent than many might realize, as policyholders are renewing policies with
contract terms that extend beyond December 31, 2007. If a solution is not in place early this year,
insurance markets may once again face significant disruption and uncertainty, and we anticipate that
insurers would exclude terrorism risks from policies where authorized.

We also hope that any solution will draw on the experiences of the current program in order to
assist the private markets in handling this risk. For example, despite the fact that TRIA does backstop
losses arising from NBCR attacks, commercial customers generally are unable to get that type of
coverage in the market today.

IIABA members, along with many in the insurer and policyholder community, recognize that
we must find a long-term solution to our nation’s terrorisin insurance problem and are committed to
this process. We look forward to working with Congress on this matter that is crucial to our country’s
economic security.
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PIA

MMNREEEN  National A sociation of Pr fe ional insuranc Ag nts

Terrorism Insurance Field Hearing
March 5, 2007
New York, New York
Statement to the Subcommittee on Capital Markets, Insurance, and Government-
Sponsored Enterprises of the House Financial Services Committee

Thank you for the opportunity to share the concerns of the members of the National Association
of Professional Insurance Agents (PIA) regarding terrorism insurance. PIA represents
approximately 11,000 agency owner-principals of independent insurance agencies across the
United States.

Our statement will address our basic concerns and thoughts for a long-term solution to insuring
for possible terrorist threats as well as personal testimony from PIA members as to the situations
they face each day and why terrorism insurance is so important to their daily business.

PIA supports the creation of a long-term mechanism for terrorism coverage to ensure the
viability of the existing domestic insurance market. Terrorism insurance is an important part of
the nation’s economic safety net because it allows insurers to manage terrorism risk in a cost
effective manner. PIA believes that legislation must be passed well before the December 31,
2007 expiration of the Terrorism Risk Extension Act of 2005 because insurance companies are
evaluating policy renewals now. We applaud the Subcommittee for holding hearings early in the
year in order to pass effective legislation well before the year’s end.

NBCR Enhancements

An important component to include in terrorism insurance legislation is the expansion of nuclear,
biological, chemical and radiation (NBCR) coverage. Attacks of this nature must be addressed
because the severe magnitude cannot be absorbed by the insurance industry without federal
participation.

PIA encourages Members of Congress to set the trigger level for a federal backstop at a level that
allows small company participation in the program, not just cover large insurers.

Terrorist attacks do not target specific businesses or industries. Rather, they are directed at the
U.S. government and the nation’s entire economic system. Likewise, terrorist attacks do not
target specific geographic regions. Below are statements from Professional Insurance Agents
across the country who rely on TRIA in order to serve policyholders in their communities.
Therefore, it remains critical that Congress and the federal government continue to work with the
insurance industry to ensure that terrorism insurance remains available and affordable for
consumers and American businesses.

Acts of terrorism continue to pose an unprecedented challenge for the insurance industry. It

remains difficult, if not impossible, for underwriters to accurately determine premiums based on

400 N. Washington St., Alexandria, VA 22314-2353
Tel: ¢703) 836-9340  Fax: (703) 836-1279  www . PIANET.com pilaweb@ pisnet.org
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sound actuarial calculations. Insurers are unable to accurately predict the frequency or severity of
loss to effectively spread risk.

TRIA is an important part of the nation’s economic safety net because it allows insurers and
commercial insurance buyers to manage terrorism risks in a cost-effective manner. Without
TRIA’s financial backstop in place, the federal government would be left to cover the short-term
and long-term costs associated with terrorist attacks.

A report commissioned by the American Insurance Association, the National Association of
Mutual Insurance Companies, The National Council on Compensation Insurance, the Property
Casualty Insurers Association of America, the Reinsurance Association of America, and the
Financial Services Roundtable, concludes that even absent another major terrorist attack, the
economic drag produced by a lack of a federal tervorism insurance backstop would have severe
consequences. “U.S. gross domestic product {GDP) may be $53 billion (0.4%) lower, household
net worth may be $512 billion (0.9%) lower and roughly 326,000 (0.2%) fewer jobs may be
created.” The report is the work of a widely respected research organization, the Analysis Group,
Inc. Among the conclusions of the report is the observation that, without TRIA, “an attack
roughly the size of the 9/11 attacks would mean the loss of tens of thousands of jobs due to
reduced insurance coverage. In addition, thousands of additional commercial bankruptcies could
ensue.”

TRIA is Not Just a “New York State of Mind:”

Insuring against terrorist attacks is not just a “New York state of mind.” An inaccurate
perception has developed that TRIA primarily benefits large businesses in major urban areas,
especially in the Northeast. To the contrary, the need for TRIA is not confined to any one city,
state or region of the country. Terrorism coverage is being required more and more by lenders of
their commercial insurance borrowers, on any sizable commercial loan anywhere. Having this
coverage available and affordable for small and mid-size commercial insureds—the customers of
PIA agencies throughout the United States—is critical.

PIA insurance agents across the country have reported compelling examples of the continuing
need for terrorism insurance coverage in communities of all sizes. Businesses and individuals in
areas as diverse as Memphis, Tennessee; Cincinnatti, Ohio; as well as rural areas of Louisiana
and Mississippi have all experienced this need, as reported by members of our Association.

For example, a client of a PIA member purchased a medium sized shopping center in Memphis,
Tennessee. The mortgagee would not make the loan unless the insured has terrorism coverage.

An independent insurance agent in Ohio said, “Please let our Members of Congress know that
they need to renew TRIA, so that my insurance clients in Ohio can obtain affordable terrorism
insurance coverage, Without TRIA, they will be left unprotected and our local economy will
sutfer.”

Ancther PIA insurance agent who owns an agency in South Louisiananot "> husine
serves the insuring needs of the petrochemical industry, a major sector in fone t
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has been identified as a potential target of terrorist attacks. As a result, many of the small-to-mid-
size businesses insureds that serve the needs of the petrochemical industry continue to require
terrorism coverage. The ability of these firms to continue in business depends on both the
availability and affordability of terrorism/TRIA coverage.

A number of businesses in central Mississippi are required to have terrorism coverage as a part
of their business insurance. There, a number of contractors that work for the gaming industry are
required to have such coverage, as are long-haul truckers carrying hazardous cargo. The
economic impact of failing to renew TRIA beyond the present sunset could have devastating
consequences on a large number of businesses.

Conclusion:

The independent insurance agents who are members of the National Association of Professional
Insurance Agents need a viable insurance marketplace in order to provide their customers with
terrorism insirance coverage options that are affordable. We commend Congress for realizing
that there is an ongoing need for a more permanent solution to insuring against terrorist attacks,
and that this is not a task that the private market can handle on its own, either now or in the
forseeable future.

Our Association was founed in 1931. As a result, our association has previous experience with
the issue of insurance during times of war. Our archives detail how, following the attack on Pearl
Harbor on December 7, 1941, one of our clients’ major concerns was obtaining affordable
insurance that would cover war risks. In 1942, Congress responded by creating a backstop
program for war risk insurance that remained in effect until 1947, assuring that the clients of PIA
agencies has the coverage they needed.

Today, the United States is engaged in a protracted War on Terror, which many say poses an
even greater risk. As a nation, we cannot fail to act to assure that this risk can be insured. We
must not do less now than we did during World War Two.

We urge this Committee to move without delay to pass legislation that enables the continued
availability of terrorism insurance coverage, either on a multi-year or permanent basis.

Thank you very much.

400 N. Washington St., Alexandria, VA 22314-2353
Tel: (703) 836-9340  Fax: (703) 836-1279 www.PIANET.com piaweb@pianei.org
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ABSTRACT

The Terrorism Risk Insurance Act of 2002 (TRIA) established a public-private program
to cover commercial enterprises against foreign terrorism on US soil. It was a temporary measure
to increase the availability of risk coverage for terrorist acts by requiring insurers to provide
coverage. Initially established to sunset on December 31, 2005, a two-year extension has been
voted by Congress and signed by the President in December.

This paper provides an extensive series of empirical analyses of loss sharing under this
program in 2005, and a prospective anmalysis for 2006. Using data collected on the top 451
insurers operating in the United States, we examine the impact of TRIA on loss sharing between
the key stakeholders: victims, insurers and their policyholders, and the taxpayers. By simulating
the explosion of a 5-ton truck bomb in major cities in the United States, we conclude that
taxpayers are likely not to pay anything for losses below $15 billion. For a $25 billion loss,
insurers and policyholders would handle between 80 and 100 percent of the loss depending on the
property take up rate. Only for terrorist attacks where insured losses were $100 billion would
taxpayers have to pay 50 percent of the claims. Recent modifications of TRIA will transfer an
even larger part of the risk to the private sector.

We also show that if TRIA were made permanent in its current form some very large
insurers could strategize by collecting large amount of premiums for terrorism insurance but only
would be financially responsible for a small portion of the claims. Commercial policyholders
from all insurers (whether or not covered against terrorism) and the federal government would
absorb the residual insured losses, raising equity issues. How significant this strategy might be
will depend on several aspects, including market shares and the loss-sharing design under the
permanent program. The paper also reviews a set of possible long-term alternatives or
complementary options to the current design of TRIA that could be important features of a more
permanent program.

We conclude that more than five years after 9/11, the question as to who should pay for
the economic consequences of a terrorist attack on the US has not yet received the attention it
deserves. Congress or the White House should consider establishing a national commission on
terrorism risk coverage before permanent legislation is enacted.

Key words: Economics of National Security; Terrorism; TRIA; TRIEA; Catastrophe Risk Insurance;
Optimal Risk Sharing

JEL No. H56, G22, G28
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1. Introeduction

The evolution of international terrorism is now well accepted. Still mainly
organized as local political actions twenty years ago, it has continuously expanded to
include a large portion of extremist religious and other groups seeking to inflict fear,
mass-casualties and maximum disruption to western nations’ social and economic
continuity and operating intemationallyz. Indeed, the world’s 14 worst terrorist attacks
(based on the number of casualties) all occurred after 1982, more than three-quarter of
which took place between 1993 and 2004. A large portion of all terrorist attacks in the
world during this period have been directed against U.S.-related interests and personnel.
The Madrid train bombings on March 11, 2004, the coordinated London bus and
underground bombings of July 7, 2005, and the bombings in Amman, Jordan in
Noverber 2005 -- attacks against three countries that were allies of the United States in
the war in Iraq -- suggest that the United States remains a principal target for several
international terrorist groups adhering to al-Qaeda’s ideology.

Although the U.S. has been successful since 9/11 in preventing terrorist attacks on
its own soil, the impact to the economy of another mega-attack or series of coordinated
attacks serious concerns the government, the private sector and citizenry (Kunreuther and
Michel-Kerjan, 2004 and 2005)3. With security reinforced around federal buildings, the
commercial sector constitutes a softer target for terrorist groups to inflict mass-casualties
and stress on the nation. These threats require that the country as a whole develop
strategies to prepare for and recover from a (mega-)terrorist attack. Insurance is an
important policy tool for consideration in this regard.

Quite surprisingly, even after the terrorist attack on the World Trade Center in
1993 and the Oklahoma City bombing in 1995, insurers in the United States did not view
either international or domestic terrorism as a risk that should be explicitly considered
when pricing their commercial insurance policy, principally because losses from
terrorism had historically been small and, to a large degree, uncorrelated. Thus, prior to
September 11, 2001, terrorism coverage in the United States was an unnamed peril
included in most standard all-risk commercial and homeowners’ policies covering
damage to property and contents.

* Enders, W. and Sandler, T. (2006), The Political Economy of Terrorism, Cambridge University Press.
3 Kunreuther, H. and Michel-Kerjan, E. (2004), “Challenges for Terrorism Risk Insurance in the United
States”, Journal of Economic Perspectives, Fall 2004, 18 (4), pp 201-214.

Kunreuther, H. and Michel-Kerjan, E. (2005), Insurability of (mega)-Terrorism, Report for the OECD
Task Force on Terrorism Insurance, in OECD (2005), Terrorism Insurance in OECD Countries, Paris:
Oruunization for Economic Cooperation and Development, July 5.
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The terrorist attacks of September 11, 2001, killed over 3,000 people from over 90
countries and inflicted insured losses currently estimated at $32.5 billion that was shared
by nearly 150 insurers and reinsurers worldwide. Reinsurers (most of them European)
were financially responsible for the bulk of these losses. These reinsurance payments
came in the wake of outlays triggered by a series of catastrophic natural disasters over the
past decade and portfolio losses due to stock market declines. Having their capital base
severely hit, most reinsurers decided to reduce their terrorism coverage drastically or
even to stop covering this risk.

Hence, in the immediate aftermath of September 11, 2001, U.S. insurers found
themselves with significant amounts of terrorism exposure from their existing portfolio
with limited possibilities of obtaining reinsurance to reduce the losses from a future
attack. The lack of availability of terrorism insurance soon after the 9/11 attacks ted to a
call from some private sector groups for federal intervention. For example, the U.S,
Government Accountability Office (GAO, formally General Accounting Office) reported
in 2002 that the construction and real estate industries claimed that the lack of available
terrorism coverage delayed or prevented several projects from going forward because of
concerns by lenders or investors (U.S. GAO, 2002)°.

In response to such concerns, the Terrorism Risk Insurance Act of 2002 (TRIA)
was passed by Congress and signed into law by President Bush on November 26, 2002°.
It constitutes a temporary measure to increase the availability of risk coverage for
terrorist acts®. TRIA is based on risk sharing between the insurance industry and the
federal government. While today it is unclear what type of long-term terrorism insurance
program, if any, will emerge for dealing with the economic and social consequences of
terrorist attacks’, it is of prime importance to understand how different types of attack
would transiate into different loss.

* U.S. General Accounting Office {GAO} (2002), “Terrorism Insurance: Rising Uninsured Exposure to
Attacks Heightens Potential Economic Vulnerabilities.” Testimony of Richard J. Hillman before the
Subcommittee on Oversight and Investigations, Committee on Financial Services, House of
Representatives, February 27.

> The complete version of the Act can be downloaded at: hitp//www.treas.govioffices/domestic-
finance/financial-institution/terrorism-insurance/claims_process/program.shtml

®U.S. Congress (2002). Terrorism Risk Insurance Act of 2002. HR 3210. Washington, DC, November 26.

7 Works related to terrorism insurance in the U.S that were published in the last year (other than by the
authors or cited elsewhere in the text) include Cummins, D. (2005), “Should the Government Provide
Insurance for Catastrophes”. Paper preseated at the 30® Annual Economic Policy Conference, Federal
Credit and Insurance Programs, Federal Reserve Bank of St. Louis, October 20-21; Jaffee, D. and Russell,
T. (2005). “Should Governments Support the Private Terrorism Insurance Market?” WRIEC conference,
Salt Lake City, August 2005; Jaffee, D. (2005), “The Role of Government in the Coverage of Terrorism
Risks". Chapter 7 in OECD (2005), Terrorism Risk Insurance in OECD Countries, July §; U.S. Department
of Trewsury (2005), Assessment: The Terrorism Risk Insurance Act of 2002. Washington, DC, June 30;
Chalk. . Hoffman, B., Reville, B. and Kasupski, A-B. (2005) Trends in Terrorisn, Santa Monica, CA:
RAND Corporation, June; U.S. Government Accountability Office (GAO) (2003), Catasrrophe Risks, U.S.
and European Approaches o Insure Natural Catastrophe and Terrorism Risks. GAO-05-199, Washington,
D.C.. February 28; CBO (2005), Federal Tersorism Reinsurance: An Update, Washington, DC, January;
Brown. J., Cammins, D, Lewis, C. and R. Wei (2004}, “An Empirical Analysis of the Economic Impact of
Feder Terrorism Reinsurance”, Journal of Monetary Economics 51, pp. 861-898; Smett-<, K. (2004),
“Imsu :z Against Terrorism: The Policy Challenge,” In Litan, R. and Herring, R. (¢ 3rookings-
Whari.n Papers on Financial Services, pp. 13¢-182.
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This paper provides an extensive series of empirical analyses of loss sharing
under the TRIA program for 2005 that was undertaken as part of a nine-person team
research initiative we co-directed at the Wharton School last year, in collaboration with
numerous firms in the insurance industry and other critical sectors, federal and
international organizations that resulted in the Wharton Risk Center TRIA and Beyond
report.8 President Bush signed into law a two-year extension of TRIA on December 22,
2008, the Terrorism Risk Insurance Extension Act (TRIEA) that expanded the private
sector role and reduced the federal share of compensation for terrorism insured losses.
We also present some analyses for the years 2006 and 2007 based on the new loss-
sharing design (See Appendix 2 for a side by side comparison TRIA 2005 vs. TRIEA).

The paper is organized as follows. The next section focuses on the loss sharing
process between insurers, policyholders and taxpayers for 2005 and 2006. Using data
collected on the top 451 insurers operating in the United States, Section 3 examines the
impact of the deductible on insurers’ losses from terrorist attacks and provides also a
simulated analysis for the 30 largest insurers (70% of the market) for 2006 and 2007.
Section 4 presents the financial impacts of terrorist attack simulations on the different
stakeholders based on the explosion of a five-ton truck bomb or the crash of a
commercial aircraft against one of the top 477 tallest high-rises of the country. Section 5
presents the results of a loss-share analysis for three major cities: Los Angeles
(California), Houston (Texas) and New York City (New York) by combining the
simulations with market share data for different line of insurance coverage in these cities.
Section 6 provides a discussion as to how loss sharing between the relevant stakeholders
is likely to evolve in 2006 and 2007.

In Section 7 we present a conceptual analysis as to what would happen if TRIA
were made permanent. Using data on insurance markets up to 2005 (2006 data are not
yet entirely available), we show that it would be possible for some very large insurers to
game the system. They would collect large amounts of premiums for terrorism insurance
but only be financially responsible for a small portion of the risk. Commercial
policyholders from all insurers (whether or not they decided to purchase TRIA-like
coverage or not) and the federal government will absorb the residual insured losses. Such
strategizing raises important equity issues as to who should pay for terrorism losses®. We
conclude the paper by reviewing a set of possible alternatives or complementary options
to the current design of TRIA that could become important features of a permanent
progran.

¥ This study undertaken in collaboration with numerous firms and federal bodies was designed to
understand the importance of the insurance infrastructure in our national security agenda. For more details
see the Wharton Risk Management and Decision Processes Center report TRIA and Beyond .

® Analyses in section 4, 5 and 7 focus on 2005, which is the most recent year data are available for. It will
be possible for us to undertake similar analyses for 2006 later on this year.
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2. Loss-Sharing Design

Eligibility for Coverage

Under both TRIA and TRIEA, insurers are obliged to offer terrorism coverage to
all their commercially insured clients. Firms are not required to purchase this insurance
unless mandated by state law, as is the case for workers’ compensation lines in most
states'. The stated coverage limits and deductibles must be the same as for losses from
other events covered by the firm's current policy''. This implies that if there are
restrictions on a standard commercial insurance policy, then terrorism coverage will also
exclude losses from these events. Thus the risks related to a terrorist attack using
chemical, biological, radiological and nuclear weapons (so-called CBRN) are covered
under TRIA only if the primary policy includes such coverage'”,

Commercially insured losses are eligible for coverage under TRIA and TRIEA
only if the event is certified by the Secretary of Treasury (in concurrence with the
Attorney General and Secretary of State) as an “act of terrorism.” As stated under TRIA
an “act of terrorism” has to be “committed by an individual or individuals acting on
behalf of any foreign person or foreign interest, as part of an effort to coerce the civilian
population of the U.S. or to influence the policy or to affect the conduct of the U.S.
Government by coercion” (TRIA, 2002). This distinction has been maintained under
TRIEA. Therefore, an attack like the Oklahoma City bombing of 1995, which killed 168
people and had been the most damaging attack on domestic soil prior to 9/11, would not
be covered under TRIA and TRIEA because it would be considered “domestic
terrorism.”"?  Under TRIA a condition for certification was that total losses from the
attack must be greater than $5 million. TRIEA establishes a “per event trigger” for
federal participation: aggregate insured losses must be at least $50 million from March
31, 2006 to January 1, 2007 and $100 million for losses occurring in the 2007 Program
Year.

' Workers’ compensation coverage is mandatory for a large majority of employers in all states other than
Texas where it is optional. Employers must either purchase insurance or qualify to self-insure. Workers’
compensation laws do not permit employers or insurers to exclude coverage for worker injuries caused by
terrorism, including those caused by acts involving nuclear, biological and chemical agents.

' In most instances, this “make available” requirement means that insurers are required to offer a policy
without a terrorism exclusion or limitation. Once an insurer has satisfied this offer requirement, the insurer
is permitted to offer other terrorism coverage options, such as a policy with a sub-limit.

' The extension of TRIA based on Senate bill S. 467 directs the President’s Working Group on Financial
Markets to study long-term availability and affordability of coverage for terrorism losses, including (1)
group life and (2) nuclear, biological, chemical and radiological events. The President’s Working Group
has to submit a report of its findings to the House Financial Services and Senate Banking Commitices by
September 30, 2006.

'3 The distinction between what would be a “certified” event covered by TRIA and a so-called “domestic”
terrorist event may difficult to establish. For example, would attacks on the U.S. soil similar to the ones
perpetrated in London on July 7, 2005 be considered domestic or international? We know today that some
ot the terrorists where British citizens who were trained to kill in Pakistan. The frontier between domestic
and international might be a grey zone in a lot of Cases.
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While this paper focuses on commercial terrorism coverage, one should note that
individuals at risk are also covered against terrorist attacks. Life insurance policies
typically cover loss of life from terrorism attacks with the proceeds paid to the TRIA and
TRIEA does not provide insurers with sg)ecial protection against any of these individual
risks (i.e., life, homeowners, automobile)**.

Structure of the Partnership

Under TRIA’s three-year term that ended on December 31, 2005, there was a specific
risk-sharing arrangement between the federal government and insurers for a certified
event. The same logic applies under TRIEA. Figure 1 depicts the public-private loss
sharing for an insurer when total insured losses are less than $100 billion. If the loss
suffered by an insurance company { is less than its deductible (D), the insurer does not
receive any reimbursement from the federal government. This situation is illustrated by
an insured Joss of L, in Figure 1 where the insurer’s payment is represented by the
oblique lines. If the insured loss due to a certified terrorist attack is greater then its
deductible, as depicted by L, in Figure 1, the federal government will initially reimburse
the insurer for 90 percent of the losses above its deductible, and the insurer will end up
paying only 10 percent of it up front. The federal payment is represented by horizontal
lines in the figure. This federal backstop provision is equivalent to free up front
reinsurance above the deductible. As will be discussed later, the federal government will
recoup part or all of this payment from all commercial policyholders.

The insurer’s deductible is determined as a percentage of its total direct
commercial property and casualty eamed premiums of the preceding year for TRIA
TRIEA lines (that is, lines covered by the act), and not just the premiums of clients that
purchase terrorism coverage. In 2005 the premium was set at 15 percent - if an attack
had occurred in 2005, insurers would have been responsible for losses equal to 15 percent
of the direct commercial property and casualty revenues that had been earned as
premiums in 2004."° If an attack occurs in 2006, insurers will be responsible for losses
equal to 17.5 percent of the direct commercial property and casualty earned premiums in
2005 (20 percent in 2007). This deductible plays a very important role in determining
loss sharing between insurers and the federal government and can be very large for many
insurers. Using data provided by AM. Best on their estimates of TRIA retentions for
major publicly held insurance companies for 2005, we determined this deductible to be

¥ Afeer initial discussions in 2002 about the possibility of having life insurance benefit from TRIA
protection, Treasury decided not to extead TRIA to group life. It concluded that since insurers had
continued 1o provide group life coverage after 9/11 even though the availability of reinsurance was
reduced, there was no need to include this coverage as part of the TRIA program. Government
Accountability Office (GAO) (2004), “Terrorism Insurance: Effects of the Terrorism Risk Insurance Act of
2002, GAO-04-806T, Washington, DC, May 18. Whether group life will be included in the future will
mainly depend on the conclusion of the President’s Working Group to be released by the end of September
2006. It is worth noting that the extension of TRIA reduces the spectrum of coverage; for example, TRIEA
excludes commercial automobile insurance, burglary and theft insurance. surety insurance, professional
liability insurance; and farm owners multiple peril insurance. [D&O insurance is still covered]

' 1n 2003 the deductible under TRIA was 7% of direct commercial property and casualty earned premiums
the previous year and 10% in 2004.
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$3.6 billion for American International Group (AIG) and $2.5 billion for St. Paul
Travelers. Four other companies on the list of top 10 insurers, based on TRIA-line direct
earned premiums had TRIA deductibles between $800 million and $2.1 billion in 2005,
These are Zurich, Liberty, Chubb, and ACE. In the next section of the paper we provide
an extensive analysis of this issue both for the Top 30 and Top 451 insurers in the U.S.
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Figure 1. Loss-Sharing under TRIA and TRIEA Between an Insurer and the Federal Government
[Note: If the insurance company (¢) loss s less than its deductible (/D)), the insurer is not reimbursed by the
govemnment (e.g., for an insured loss of Ly). If the loss is greater than the deductible (Z;), the government
reimburses the insurer for 90 percent of the losses above its deductible, and the insurer pays 10 percent.]

If the insurance industry suffers terrorism losses that require the government to
cover a portion of companies’ claims, then these outlays will be fully or partially
recouped ex post. More specifically, the federal government will recoup the portion of its
p:.yment between the total insurers’ outlays and a market aggregate retention amount,
which is defined by the law ($15 billion in 2005; $25 billion in 2006; $27.5 billion in
2007); that is called the “mandatory recoupment”. This mandatory recoupment'® is
obtained by levying a surcharge on all commercially insured policyholders, whether they
had purchased terrorism insurance or not. If the insured losses exceed $100 billion
during the year, then the U.S. Treasury will determine how the losses above this amount
will be covered"”.

This federal recoupment surcharge “may not exceed, on an annual basis, the
amount equal to 3 percent of the premium charged for property and casualty insurance

16 The law is ambiguous as to what will happen if the total insurers” outlays are above this market aggregate
retention.

' The TRIA legislation states that “If the aggregate insured losses exceed $100,000,000,000, (i) the
Secretary shall not make any payment under this title for any portion of the amount of such losses that
ex-eeds $100,000,000,000; and (ii} no insurer that has met its insurer deductible shall be liable for the
p:-ment of any portion of that amount that exceeds $100,000,000,000. Congress shall determine the
procedures for and the source of any payments for such excess insured losses.” §103(e}(2- . TRIEA
does not modify this.
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coverage under the policy.”'® Insurers play the role of intermediaries by levying this
surcharge against all their property and casualty policyholders'®, whether or not they had
purchased terrorism insurance, and transfer the collected funds to the Department of
Treasury. In other words, taxpayers would have paid insured losses between $15 billion
and $100 billion in 2005. In 2006, they will pay insured losses between 25 and 100
billion of dollars. The law indicates that the federal government could also recoup part of
that payment (so-called “discretionary recoupment™) but is not clear on that process; in
this paper we assume that this is not the case.

Figure 2 depicts the repayment schedule in 2006 between the insurers (the area
comprising blue oblique lines), all commercial policyholders (solid gray area) and the
taxpayers (area comprising of horizontal lines) after the federal government has
reimbursed all insurers for 90 percent of their claims payments above their deductible
level (for those suffering loss above their TRIEA deductible). In the example we consider
here, since the total insured losses L are greater than $25 billion but total payments by
insurers are below the market aggregate retention of $25 billion, we assume the
government recoups a portion of its payments from commercial policyholders with the
remaining amount paid by U.S. taxpayers.

= e

Total Insured Loss e Commercial
Poticyholders

V7 nswers

FEFe———————tapmee——— Total initial
federal payment:
Industry 3 e0%{L,~ D}

($25bn)

Toral insurance pasmenis = Z(Min(!,, D)+ 10%B(L, ~ 10, )')

Figure 2. Loss Sharing under TRIEA between Insurance ludustry,
All Policyholders and Taxpayers in 2006
[Note: In this example, because the total insured loss L exceeds $25 billion, but tofal payments by insurers are
below the market aggregate retention of $25 billion, we assume the government recoups a portion of its
payments from commercial policyholders with the ining amount paid by U.S. taxpayers.]

¥ TRIA, Section 103(eX8)(C).

1 There is no statement in the legislation or its interpretation that specifically indicates that only the
commercial policyholders are taxed. We have discussed this point with insurers and reinsurers. They have
assumed that because TRIA applies only to commercial enterprises, the Department of Treasury will tax
only commercial entities after a terrorist attack.
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3. Empirical Analysis of Insurer Deductible/Surplus Raties

We conducted a series of empirical analyses on the impact of TRIA and TRIEA
on loss sharing between those directly targeted by a terrorist attack, their insurers and
other interested parties such as commercial policyholders and U.S. taxpayers™®. In this
section and the next two others, we concentrate our analyses on the following two
aspects: the effect of the program’s deductible feature, and the effect of different terrorist
attacks on losses and loss-sharing.

We first examined TRIA and TRIEA’s deductible feature and its effect on the level of
exposure to a terrorist attack insurers might have. We found that the larger an insurer's
Deductible/Surplus (D/5) ratio, the more exposed the insurer is to losses from any given
terrorist attack. We determined how the D/S ratio for the top 451 insurers operating in the
country“ has changed over the three years of TRIA's operation (2003-2005). Data
necessary to do a similar analysis for 2006 (TRIEA line insurers’ direct eamned
premiums) are not available yet. For that reason, we also computed the D/S ratios for
2006 and 2007 for the top 30 insurers under the deductible increases to 17.5 percent in
2006 and to 20 percent in 2007 but using extrapolated figures from the last three years.
We then compared D/S over the five-year period 2003-2007 for each insurer (see
Appendix 1).

We then analyzed in the next sections the impact of different simulated terrorist
attacks on the losses experienced by the victims, insurers, policyholders, and taxpayers,
and the likely differences in large urban areas, We differentiated workers’ compensation
from other TRIEA-covered lines. While we have the data to undertake such analyses for
large cities throughout the country, in this paper we provide the results only for one or
two cities in three states: Texas (Houston and Dallas), California (Los Angeles and San
Francisco) and New York (New York City).

The notion of policyholders’ surplus

We start with our analysis of the impact of the deductible feature of TRIEA,
Insurer capital represents the net worth of the company (assets minus liabilities). Capital
enables the insurer to pay any losses above those that were expected. It serves as a safety
net to support the risk an insurer takes on by writing insurance, and it helps ensure that
the insurer will be able to honor its contracts. As such, insurers’ capital supports the
personal safety nets of homeowners, business owners, workers, dependents of heads of
households and others who rely on insurance to provide financial compensation to rebuild
their lives and businesses after covered losses occur.

* The analyses undertaken in this paper are based on data provided by A M. Best and Risk Management
Solutions, discussions with key stakeholders voncerned with terrorism insurance, and by responses to a
questionnaire designed by the Wharton Risk Center and distributed to insurers by the American Insurance
Associativn and the Property Casuaity Insurers Association of America in 2005.

*! The top iusurers were those ranked by 2004 TRIA-line direct earned premium {DEP); that is the measure
used to calculate insurers’ 2005 deductible under TRIA. These insurers all had a total TRIA-line DEP
equal to or above $10 miltion in 2004.

10
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Insurer capital is traditionally referred to as “policyholders’ surplus™ (also called
“surplus” for short). Despite the connotation of the term “‘surplus,” there is nothing
superfluous about it -- it is, in fact, an essential component supporting the insurance
promise. The cost of that capital is an insurer expense that must be considered in pricing
insurance, along with expected losses, sales and administrative expenses for policies
written. Consider, for example, insurance for property damage caused by hurricanes. An
insurer’s expected losses are relatively low, because in a typical year the policyholder
will not suffer a hurricane loss. However, losses could also be quite high -- far in excess
of those expected at the time policies are priced -- as illustrated by the 2005 hurricane
season. In the event of a serious hurricane, a substantial portion of the loss must be paid
from insurer capital. For terrorism coverage, maximum losses are extremely high relative
to expected losses, which makes the capital issue critical.

The evolution of the D/S ratio under the three-year TRIA terms: 2003-2005

Given the obligation of insurers to offer terrorism insurance to all their
commercial policyholders under TRIA, the amount of loss that an insurer will eventually
bear is based on its deductible. As described in the previous section of this paper, the
insurer’s deductible under TRIA (and TRIEA) is determined as a percentage of its total
direct earned premiums (DEP) during the preceding year for TRIA lines. For each of the
top 451 insurers A.M. Best provided us with the premiums written in TRIA commercial
lines®, to allow us to determine what the deductible (D) of each of these insurers had
been under TRIA. Although we do not know the insurets’ exact terrorism exposure’, we
will assume that they are providing this TRIA-based coverage to a large proportion of
their policyholders in the urban areas we consider here. We can also distinguish P&C
from workers” compensation market shares. QOur interest is in determining how
vulnerable insurers are to the possibility of suffering a large loss relative to their surplus.
Those insurers with large deductibles (D) relative to their surplus (S) are the ones most at
risk if they are providing terrorism coverage to most of their policyholders.

Figure 3 depicts the evolution of the D/S graphically for our sample of 451
insurers for these same three years (2003, 2004 and 2005). For each year, we plot the
number of insurers whose D/S ratio lies between different percentage ranges in
increments of 5 percent (e.g., [0% and 4.99%]1; [5% and 9.99%], etc).

Of the total, 294 insurance companies providing terrorism insurance in the U.S.
had a D/S ratio lower than 10 percent in 2003, compared with 139 insurers in 2005. If we
consider higher D/§ ratios, more than half of the firms had a D/S ratio greater than 15
percent in 2005 compared with less than one-sixth of the insurers in 2003. In 2003, only
36 insurers had a D/S ratio above 20 percent. There were 80 such insurers in 2004, In

” The original sample was made of all insurers with a TRIA-line total earned premium higher than $10
million in 2002, 2003 and 2004. Because the number of these insurers varied from one year to the next
{establishment of new companies, mergers, bankrupicies, etc.), we selected a consistent sample of 451
insurers over the three years 2002-2004 that we used to determine the evolution of the D/S ratio under
TRIA 2003-2005.

 This information would obviously be highly valuable but is not yet publicly available.

11
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2005, 162 insurers (more than 35 percent of the sample) had a D/S ratio greater than 20
percent.
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Figure.3. Change in D/S Ratio for the Top 451 Insurers under TRIA (2003-2005)

Focus on the Top 30 insurers — TRIA & TRIEA, 2003-2007

Insurers writing policies in an urban area know that there is some chance that the
loss from a terrorist attack could reach or exceed their deductible (D). We focus our
second series of analyses of the impact of TRIA on insurers for the 30 largest companies
based on direct earned premiums in TRIA lines the preceding year. These companies
wrote premiums that comprised 70 perceat of the total insurance market™.

This analysis is based on the TF'IA deductibles of 7 percent (2003), 10 percent
(2004) and 15 percent (2005) of the direct eamed premiums (DEP) for TRIA line policies
during the previous year. The data shcw clearly that there has been a major shift over
the past 3 years as the TRIA deductible : :rcentage has increased. For example, as shown
in Figure 4, only 5 insurers had a D/S ra: 9 exceeding 10 percent in 2003 while more than
half were in this category in 2005. Of he top 30 insurers, 8 of them have a D/S ratio
exceeding 20 percent in 2005, while onl 1 was in this range in 2003.

It is interesting to see how the e: ansion of TRIA affects the D/S ratio of these 30
insurers for 2006 and 2007. We thus al: : analyze an increased deductible up to 17.5% of

* The top 30 insurers’ TRIA line direct earned  >miums in 2004 were about $147 billion tars out of
the $210 bitlion provided by the top 451 insure: £ our sample in that same year,

12
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TRIA-line direct eamned premiums (DEP) in 2006, and to 20 percent in 2007. However,
in order to determine “D/S (2006)” and *“D/S (2007)” for each of the 30 companies under
this scenario, we need to know what would be their TRIA-line DEP and their surplus in
2005 and 2006, respectively. As these data are not available yet we do extrapolate from
the past. We base our analysis on the annual percentage change in these two numbers
over the three-year period (2002-2004) for each of the thirty companies™. We then
extrapolate these figures for the next two years to estimate direct earned premiums (DEP)
for TRIA lines and surplus (S} for 2005 and 2006.

Figure 4 depicts the number of insurers (y-axis) whose D/S exceeds pre-specified
values of x percent (x-axis); years 2003, 2004 and 2005 are exact figures, 2006 and 2007
result from our prospective analysis. Should this estimation be right, 18 of the top 30
insurers would have a TRIEA deductible higher than 10 percent of their surplus in 2007;
for 13 of them that would be higher than 20 percent (vs. 8 in 2005 and 1 in 2003),
including for 6 of the 10 largest insurers (Appendix provides the complete set of results).
Moreover, none of theses 30 insurers had a D/S ratio higher than 50% in 2005. there will
be 3 such insurers in 2006 (50%, 56% and 66%, respectively) and 2007 (the D/S ration
increased dramatically up to 57%, 70% and 100%).

D/S - Top 30 Insurers - 2003-2007

¥ 8

8

Number of insurers
3 &

5 4
0 e ooty - - + D/S>x%
0 5 10 15 20 25 30 35 40 45 50
[ 2003 2004 2005 2006 —= = « 2007

Figure 4. Number of the Top 30 Insurers whose D/S Exceeds Pre-specified Values of x Percent

4. Constructing Terrorist Attack and Loss-Sharing Scenarios

Due to the difficulty in estimating the likelihood of a terrorist attack, insurers
utilize scenarios to determine their maximum exposure to a range of possible attacks that

 This can be done for the largest companies as changes are “relatively” stable over these three years and
consistent with the market. However, extrapolating that for the other 43{ smaller insurers does not work
well because for most of them there is a huge difference between (2004/2003) and (2003/2002): taking the
meaq of it is not likely to reflect what the evolution has really been from 2004 to 2005,

13
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vary by location and mode of attack®®. However, few insurers consider the likelihood of
these scenarios occurring in determining their exposure27.

Given insurers’ interest in determining their exposure using deterministic
scenarios, and to more fully understand the nature of the economic and human losses
from a terrorist attack on business property, we constructed a set of scenarios to analyze
the impact of financial losses between the non-insured victims, the insurers and the
taxpayers under TRIA and TRIEA. We also utilized these scenarios to analyze the effect
on the distribution of losses should TRIA have not been renewed so that the private
market (e.g., insurers, property owners and/or employers) would be responsible for all the
losses.

As discussed earlier, there are no easy answers to these loss allocation questions --
they will be determined by the nature and location of the terrorist attacks and the number
of insurers providing coverage. For example, if the attack is a relatively small one on a
single building, and if large insurers with high deductibles cover the target building, then
there will be little, if any, federal government involvement in loss payments. However, if
a few smaller companies with low TRIA deductibles cover the target building, then the
federal government will pay a significant portion of their losses, and then will partially or
fully recoup these payments later from all policyholders purchasing commercial
insurance.

Evidence indicates that most insurers focus on damage from two-to-ten-ton truck
bombs in determining the losses they could suffer from a terrorist attack™. As an element
of comparison, the attack in the front of the Alfred P. Murrah Federal Building in
Oklahoma City in 1995 was perpetrated with a two-and-a-half-ton truck bomb. One
reason for this focus is that A.M. Best uses this type of scenario in analyzing the impact
of a terrorist attack on insurers’ balance sheets. Although other scenarios could be used to
evaluate losses from a terrorist attack®, we analyze the effect on property damage and
workers' compensation losses of a five-ton truck bomb exploding in each of the United
States” 447 largest commercial high-rise buildings.3°.

¥ When asked the question “Does your company comsider scemarios in its catastrophe/exposure
management process?” 92 percent of the insurers who responded to the Wharton questionnaire answered
“Yes”. One company responded to the above question by noting: “Our company uses deterministic
terrorist attack scenarios, and the associated Probable Maximum Loss (PML) estimates of these scenarios,
to establish and manage exposure concentrations within major metropolitan areas and/or Surrounding
landmark properties.”; see Wharton Risk Center (2005).
7 As illustrated by the following responses to the question: “Do you take estimates of the likelihood of the
vatious known scenarios into account when making underwriting decisions?™:

“Not really. There is litdle historical data to predict future evenss.”

“Likelihood is very unpredictable for terrorist acts.”

“Qur company does not believe that esti s of the freg v of terrorist attacks are credible at g

country, regional or specific property level.”; see Wharton Risk Center (2005),
% For example. 90% of the Wharton questionnaire discussed above indicated that they were using that type
of scenario in evaluating their exposure: 7 of the 10 insurers responding to the questionmaire indicated that
they used 5-ton bomb scenario and 2 insurers indicated they used a two-ton truck bomb scenario. See
‘Wharton Risk Center (2005). /bib.
* For examypie, the RAND Corporation has undertaken a detailed study on the impact of aircraft attacks on
high rises in the United States.
* We are grateful to Andrew Coburn from Risk Management Solutions who provided us w se data.

14
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Scenario Methodology

Figure 5 describes the methodology for allocating losses from a specific scenario
to the potential victims as well as to the insurers and the federal government immediately
after a terrorist attack.

The loss allocation process can be divided into several steps:

- Step I: 1dentify the nature of the terrorist attack: What’s the target (represented by
the target picture in figure below)? What mode of attack? Is the attack considered
a “certified” or “non-certified” event? What are the direct losses potentially by
insurance?

Step 2: Determine losses covered by insurance. What was the insurance take-up
rate at the target location? What portion of the losses is actually covered by
insurance (by line)?

Step 3: Determine what proportion of losses is assumed by each of the affected
parties. Who's paying what? What insurers are responsible for what part of the
insured losses? How the loss-sharing process under TRIA and TRIEA does
operate? (the table at the top of the figure below)

1

Loss Sharing | Loss Deducitle | Potential Fed Totat
Criteria covered ol sach 10% above payment payment of
by each nsurer 90% above | aach
ingurer dsductibie insuret
L o
2 D2
L L3 o
Ln On
. S insurers 1,23,....n
i Lo . .
. e Direct losses potentially covering victims pay
g s  wwees coveredbyinsurance  —— Coveredlosses ——=% {oringured losses;
PRt L possible loss-sharing
fe. e \ \ with federal govemment
Interdependent tosses Soms victims did not
nol covered by insurance purchase terrarism insurance
Whar rarger? Limitations of insurance coverage What is the insurance penctrabion? Whe hat®
Wheee? What part of your loss is effectively What is inchuded without tesrorism insumuce 0 pays what
What made of attack? covered by msurance contraa? (e.g- WC, fire following) Public-privaee loss sharing

Figure 5, Methodology for Loss-Allocation Process

Figure 6 provides the distribution of loss for each of 447 commercial high-rise
buildings on two major insurance lines covered by TRIA (and TRIEA): property
(including business interruption) and workers’ compensation. The explosion of a five-ton
truck bomb would inflict not only disastrous damage to the specific building that
terrorists want to target, but also to other adjacent structures. The impact would mainly
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depend on the type of building and the number of employees who work there®. For
example, the distribution of losses described in Figure 6 indicates that a five-ton truck
bomb on Building A would inflict $4.7 billion in workers’ compensation losses and $3.9
billion in property losses™. An attack on Building B, in a different city, would inflict $6.8
billion in workers’ compensation losses and $8.7 billion in property losses. The
maximum combination of property and workers’ compensation losses is estimated to be
between $15 and 16 billion for a single event (Buildings B and C).

$bn

WC Loss
-

$hn

Property Loss

Figure 6. Projected Property Losses and Workers® Compensation Losses from Five-Ton Bomb
Attacks to 447 High-Rise Buildings inr the United States (in $ billion)
[Each triangle represeats one specific high-rise building used in the simulati
Triangles A, B, and C are three specific buildings we discussed in the core of the texi]

Similar simulations can be run using a scenario of an aircraft crashing against each of
the 447 high-rise buildings (Figure 7). Such a simulation reveals that the magnitude of
loss for property and workers’ compensation for each of the 447 simulations would be
lower. Workers” compensation maximum losses are likely to be capped at $3 billion™
and property at $8 billion for different buildings. As with the truck bomb scenario, if
simultaneous attacks were to occur in different locations, the losses would be additive.

' For the simulation, we assume that the attack would occur at 10 a.m. on a Wednesday -~ a time when
most employees would be in the building.

% For obvious reasons we do rot reveal here the nature of any of these targets,

¥ The insured WC losses dus  the 9/11 aitacks were $1.3 billion.
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Property Loss

Figure 7. Projected Property Losses and Workers® Compensation (WC) Losses from Afrcraft

Attacks to 447 High-Rise Buildings in the United States (in $ billion)
{Each triangie rep one specific high-rise building used t the simulation}

5. Effect of Location and Attack Size on Loss Sharing under TRIA

How would losses from foreign terrorist attacks on U.S. soil be distributed across
the relevant affected parties? This question can be answered differently, depending on
different risk-sharing scenarios that vary with respect to location, magnitude of damage
and terrorism risk insurance take-up rate.

Assumptions

We make a number of assumptions to examine these losses. Because data are not
available on individual insurer’s terrorism exposure, we utilize market shares of insurers
to allocate losses from a terrorist attack between the 451 largest insurers that comprise 97
percent of the market with respect to 2004 TRIA-line direct earned premiums (DEP)*,
Market shares appear to be the most reasonable proxy for analyzing loss sharing across
the affected parties. In addition, we separate property insurance lines from workers’
compensation lines. In the case of property coverage we utilize premiums written for
nationwide commercial coverage. With respect to workers’ compensation (WC)
coverage we have access to insurers’ market shares in the relevant states and therefore
allocate losses using these data™.

% Since data are not available on individual insurers” terrorism exposure, market share appears to be the
most reasonable proxy for analyzing loss sharing across the affected parties.

% For each of the three states on which we focus our analysis, there are major competitive workers’
compensation insurers: New York State Insurance Fund. State Compensation Insurance Fund of California
and Texas Mutual Insurance Company. The State Compensation Insurance Fund of California covers half
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We first undertake a comparative analysis of loss distribution between the
affected parties as we vary location, level of loss and take-up rate under a scenario in
which the terrorist attacks take place in 2005 with TRIA in place. In this scenario,
insurers will pay their entire loss up to their TRIA deductible (D: 15 percent of the TRIA-
line DEP in 2004) and then an additional 10 percent above D, with the federal
government paying the other 90 percent. Under TRIA the federal government would
levy a surcharge against all policyholders purchasing commercial insurance to recoup
part of its payment within the total insurers’ payments and the insurance industry
retention ($15 billion in 2005) (“mandatory recoupment”).

Effect of Attack Location

The effect on loss sharing of two 5-ton truck bomb attacks varies greatly
depending on the location of the attack (Table 1). Under our simulation, we compare the
total property loss ($15 billion) and workers’ compensation loss ($10 billion) in three
major cities (New York City for New York, Los Angeles for California, and Houston for
Texas). We also assume that half of the property damage to commercial enterprises in
the buildings is covered by either terrorism insurance or fire-following insurance, and
that all the workers” compensation losses are covered by insurance. This scenario results
in a $17.5 billion in insured loss out of the $25 billion total. A sensitivity analysis relative
to the insurance take-up rate is undertaken later in this subsection.

Table 1. City Comparison of Simulated Scenario Involving five-ton Truck Bombs
($25 billion in losses: 50 percent covemge for property,
100 percent coverag Ch

th Not- Total Insurers’ k Final

. insured ¥ | insured | Payments | Policyholders® Government
mpanson
Taxpayers

New York, NY $7.5bn $17.5bn . $1 73bn
T £ (BProng

Inssired loss sharing |

Los Angeles, CA $7.5bn $17.5bn

Insured loss shaving 175

Houston, TX $7.5bn $17.5bn

Insured loss shaing

of workers’ compensation lines in the state v nile the major insurers in New York and Texas cover 40
g)ercem and 20 percent respectively of the tota] VC coverage in their states.

® We assume that insurers have not purchas: | reinsurance. If they have, then the amount of their loss
would be somewhat reduced. We assume a zer. deductible for the policyholder on their terrorism insurance
?ohcy ‘This assumption simplifies the analysis -:ut does not affect the qualitative results.

Reuzined by policyholders who suffered the |sses but were not covered against terrorism.

8 The tederal government recoups the 90% ortion of the insured loss it initially paid above insurers’
payments up to an industry aggregate of $15 F ion in 2005 (see Section 2 on TRIA design).
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Under this scenario, the insurers and policyholders will absorb $15 billion of the
$17.5 billion insured loss in each of the three cities. However, the distribution of
payments between insurers and all policyholders differs across metropolitan areas (due to
different workers compensation market shares). In both New York and California, two or
three large insurers provide a very large portion of workers’ compensation coverage for
the entire state -- they will have a much higher loss relative to their TRIA deductible than
workers’ compensation insurers in Texas, where there is less concentration of coverage in
one company. Hence, the federal government will initially pay more in New York and
California (the 90 percent portion above the deductible of the few key workers’
compensation insurers), and then recoup part of that payment against all policyholders.
In all three cities, the federal government covers $2.5 billion of the loss, which is shared
by all U.S. taxpayers™.

Effect of Size of Loss

Changing the size of the loss from $0.5 billion to $100 billion affects the
distribution of payments (Table 2). We detail the effect in one specific metropolitan area
(New York, NY), using the same assumptions as in the previous section: half of the
property damage to commercial enterprises in the buildings are covered by either
terrorism insurance or by fire-following insurance, and all the workers’ compensation
losses are covered by insurance.

Table 2. Impact of Varying Losses from 5-ton Truck Bomb Attacks on New York City
(50 percent imsurance coverage for property;
109 percent coverage for workers’ compensation [WC1); 2005 TRIA
r %,

Loss Not- Total Insurers’ Al Final
Scenarios | insured® | insured | Payments | Policyholders” | Goverment
Taxpayers
Total: $0.5bn
Property: $0.25bn $125mi $375mi $375mi $0 $0
WC: $0.25ba
Insured loss sharing |- S R
Total: $5bn
Property: $2.5bn $1.25bn $3.75bn $780mi 08
WC: $2.5bn
Insured loss sharing | 5 20.8% L 0%,
Total: $15bn
Property: $9ba $4.5bn $10.5bn $8.23bn $2.27bn 30
WC: §6bn
Insured loss sharing |20 ©-78.3% . Lok 20.7% 0%

* The U.S. Department of Treasury has the authority to collect the $2.5 billion through surcharges if it
elects to do so, but here we only allow a recoupment for losses between the insurer’s payments and the $15
billion market retention in 2005.

“ Retained by policyholders who suffered the losses but were not covered against terrorism.

“! The federal government is assumed to recoup the portion of insured loss it initially paid above insurers’
payments up to an industry aggregate of $15 billion in 2003,
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Total: $25bn
Property: $15bn $7.5bn $17.5bn $13.27bn $1.73bn $2.5bn
WC: §10bn
Insured loss sharing ¥ 75:
Total: $40bn
Property: $28bn $14bn $26bn
WC: §12bn
Tnsured loss sharing E
Total: $40bn
Property: $12bn $6bn $34bn $18.7bn $0
WC: $28bn
Insured loss sharing
Total: $100bn
Property: §50bn $25bn | $75bn $34.1bn $0 $40.9b*
WC: $50bn
Insured loss sharing 17 45.5%. . LR

The figures reveal that, if losses from terrorist attacks do not exceed $15 billion,
the insurance companies and policyholders will bear all of the losses. We considered two
cases for which the total loss is $40 billion. In Case 1, property loss is $28 billion and
workers’ compensation is $12 billion. In Case 2, the dollar figures are reversed: property
loss is $12 billion and workers’ compensation is $28 billion. Even if the total loss is the
same, the loss sharing differs considerably between these two cases. While taxpayers
would end up paying $5.4 billion in Case 1, they would pay $15.3 billion in Case 2. The
difference is due to both the level of insured loss and the distribution of loss among
insurers who have different deductibles under TRIA. In other words, a $1 billion loss due
to property damage is shared differently than a $1 billion loss of workers’ compensation,
because the insurers are different. If the terrorist attacks lead to losses of $100 billion,
under a scenario in which losses are half property, half workers” compensation, then the
U.S. taxpayers will bear 54.5 percent of the total insured losses.

6. Increased Burden on Insurers and Commercial Enterprises (covered or not
against terrorism) in 2006 and 2007

How are these results likely to be modified this year and in 2007? There is no
definitive answer to that question now. The design of the program requires one to specify
direct earned premium under TRIEA lines collected the previous year (i.e., 2005), and
these data will not be available before mid-2006.

Some have use the “total industry DEP/deductible” as a proxy to measure how
terrorism losses would be shared between insurers, all policyholders and taxpayers.
However, our data analyses have shown that the loss shares differed very significantly
depending on whether one considered such an-incorrect-aggregate approach or the more

2 Including $18.3 billion that would represent the 90% federal payment above the New York Insurance
Fund's TRIA deductible.
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granular insurer-based one on which TRIEA is really based*’. What can be done at this
time is to understand under in what directions loss sharing is likely to evelve under the
revised design of the terrorism insurance program.

Effect of the Increased Industry Market Retention on Loss Sharing

While most of the debate has been focused on the increase in insurer deductible, the
major change in TRIEA is the increase of insurance industry retention from $15 to $25
billion in 2006. In Table 3, we utilize the results of the analyses summarized in Table 2
but modify the retention level to reflect this change (results are indicated in [ 1).

For total insured losses under $15 billion there is, of course, no difference. For the
$25 billion loss scenario, however, the $2.5 billion that would have been paid by
taxpayers in 2005 is now paid by policyholders. The difference is even more significant
for the two $40 billion scenarios: commercial policyholders, whether they are covered
against terrorism or not, pay $4.4 billion and $6.3 billion respectively. For the same $100
billion scenario than the one used before, there is no difference because insurers already
pay $34.1 billion in claims, which is above the $25 billion retention -- in that case there is
no mandatory recoupment by the federal government.

Table 3. Impact of Varying Losses from 5-ton Truck Bomb Attacks on New York City

50% Insurance for Property Coverage; 100% Insurance for workers’ compensation; 2005 ;
$15 billien industry market retention {$23 billion industry market retention

e

VPR S i 3 B
Loss Not- Total Insuters’ All Final
Scenatios insuted* | insured | Payments | Policyholders® | Goverment
Taxpayers
Total: $0.5bn
Property: $0.25bn $125mi $375mi $0
WC: $0.25bn [30]
Insured loss shaving |- At Y
Total: $5bn
Property: $2.5bn $1.25bn $3.75bn
WC: $2.5bn
Tnsured loss sharing b
Total: $15bn
Property: $9bn $4.5bn $10.5bn
WC: $6bn
Insured lass sharing 1o
Total: $25bn
Property: $15bn $7.5bn $17.5bn $2.5bn
WC: $10bn
Tnsured loss sharing | :14.2%.
- A

* While still imperfect because we consider each insurer’s market share in the location where we simulate
the attack, not the real coverage provided by that insurer for the specific target.

* Retained by policyholders who suffered the losses but were not covered against terrorism.

* The federal government is assumed to recoup the portion of insured loss it initially paid above insurers’
payments up to an industry aggregate of $15 billion in 2005,
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Total: $40bn
Property: $28bn $14bn $26bn $20.6bn $0 $5.4bn
WC: §12bn X
Insured loss sharing
Total: $40bn
Property: $12bn $6bn $34bn $18.7bn $0 $15.3bn
WC: $28bn $18.7bn
Intssred loss sharing
Totai: $100bn
Property: $50bn $25bn $75bn
WC: $50bn
Insured loss sharing b

Effect of the Increased Deductible and Market Conditions

As discussed earlier, TRIEA increases the insurer deductible, as a percentage of
the TRIA-line DEP in the previous year, from 15 percent in 2005 to 17.5 percent in 2006,
and to 20 percent in 2007. While this represents a difference in 2.5 point of percentage
each year, this translates into a 17 percent increase in 2006 and another 14 percent
increase in 2007 (in absolute value). Between 2005 and 2007, for a given DEP level,
there will be a 33 percent increase in the insurer’s deductible under TRIEA.

The increased insurer deductible is affected by market conditions as well, if one
expects TRIAE-line premiums to evolve over time. For example, the total TRIA-line
premiums for our 451-insurers sample evolved as follows: $170.9 billion in 2002, $197.2
billion in 2003 (a 17 percent increase from the previous year), and $210.6 billion in 2004
(a 7 percent increase from 2003). After the 2004 and 2005 hurricane seasons, it would not
be surprising the see the market hardening so that a 10 to 15 percent annual increase in
TRIEA-line premiums for 2005 and 2006 appears to be a reasonable assumption.

Suppose now that the portfolio of a representative insurer X follows the same
evolution of the aggregate sample. If annual TRIA-line DEP in 2004 of insurer X were
$100 million then its terrorism coverage deductible under TRIA for 2005 would have
been $15 million. Assuming a 13 percent increase in TRIE-line DEP in 20035, then insurer
X’s deductible under TRIEA for 2006 would be $19.775 million (ie. .175 ($113
million)). This represents a 31.8 percent increase in its terrorism deductible from the
previous year in absolute value. If premium increases follow a similar pattern between
2005 and 2006, then insurer X's deductible under TRIEA for 2007 would be $25.54
million (i.e. .20 ($127.69 million)).

This reflects a 70 percent increase over its deductible in 2005. The impact on the
precise amount of terrorism loss sharing can be determined after data from 2005 becomes
available. What is clear is that insurers and policyholders will pay a much greater loss

“ Including $18.3 billion that would represent the 90% federal payment above the New York Insurance
Fund's TRIA deductible.
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share in 2006 and 2007 than under the 2005-attack scenario due to the higher deductible
and higher market retention and hence the general taxpayer will incur a smaller portion of
the loss.

7. Private Efficiency, Public Vulnerability: Will Insarers Strategize if the Current
Program is Made Permanent?

We can use the scenario methodology to analyze the question as to how insurers
will react if the program is made permanent in its current form. Will insurers’ exposure to
terrorism losses change from what it currently is under TRIEA and, if so, what would be
the impact on loss sharing between the affected parties following a large-scale terrorist
attack on U.S. soil?

To examine this question, we assume that TRIEA officially becomes a permanent
program with the insurer’s deductible at 17.5 percent of their TRIEA-line DEP from the
previous year. All insurers know that they will have to pay for all losses they incur below
this deductible (D) and 10 percent of the loss above it, the remaining 90% eventually paid
by other parties (taxpayers, poIicyhoiders)”. An insurer with a very low
deductible/surplus ratio would have a rationale for this insurer to take advantage of the
small percentage it will have to absorb if its loss exceeds the TRIA deductible. Any
insurer with a low deductible/surplus (D/5) ratic would have an economic incentive to
write a large number of policies in a concentrated area subject to a terrorist attack (e.g.
Times Square, Wall Street area) due to the positive correlation in these losses. In other
words, the insurer knows that if one of these buildings is damaged or destroyed, the
surrounding ones are also likely to suffer severe damage.

Determining Terrorism Coverage Using an “E* Gaming Strategy”

To examine how the aggregate exposure/surplus ratio affects the amount of coverage
an insurer will want to provide if TRIEA is extended indefinitely, we use the following

notation:
E* = maximum insured terrorism exposure (i.e. worst case scenario)

E = actual dollar claims incurred by an insurer from a worst case scenario

DEP = direct earned premiums written for TRIA lines of coverage

D = aDEP = TRIA/TRIEA deductible determined by the percentage a(e.g. a=17.5%
in 2006)

S = current surplus

X =E/S =aggregate exposure for terrorism/surplus ratio

Y = D/S = deductible/surplus ratio

7 In this subsection we use the 2006 design of the loss sharing; similar results of the “gaming strategy” can
be determined uader the 2007 foss sharing design.
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Given the difficulties in estimating the probability of a terrorist attack, rating
agencies focus on deterministic scenarios in evaluating an insurer’s credit rating. We
focus our estimates on insured losses from a five-to-six truck bomb scenario in
determining the maximum exposure an insurer will be willing to accept. if an insurer
experiences insured losses of E*, it determines its dollar claims (E) with one of two
equations:

E =E* if E*<D (1
E=D +.1{(E*-D) ifE*>D vl

A possible line of analysis would be to suppose that the maximum amount of
terrorism exposure (£*) that an insurer wants to write is determined by a desired
aggregate exposure/surplus (£/S) ratio given by x (e.g. x = 10%). To determine the value
of E* the insurer first computes D/S = y and compares the value of y with x.

e If y2>ux, the insurer knows that its claims are determined by the first equation (1)
(i.e. E = E*), because it is responsible for the entire loss on its own given that
D/§ > x. The insurer thus sets £* = x§.

+  On the other hand, if y <x, the insurer knows that its claims are determined by
the second equation (2), and the government will cover 90 percent of the insured
loss above its TRIA deductible, given the federal backstop provision of TRIA. In
this case, the insurer computes E/S = D/S + .1 (E*/S - D/S) which can be written
asx =y + J(E¥S~y)or E*= (I0x - %) &Y

To illustrate this strategy with a simple numerical example, we assign the values
of D= 10, §=200, y=05and x= .10 Since y < x, E* is determined by (3) as follows:

E*=(1-0.45)200 = 110

If an insurer were responsible for the entire loss, then E = E* for all values of £* so that
E* = x§. For this example, E* = .10(200) = 20, which is considerably lower than the
scenario in which the insurer is responsible for only 10 percent of the loss, as it was under
TRIA and still is under TRIEA in 2006.

To examine the impact of a permanent TRIA-like program on the amount of
terrorism coverage written by insurers, we assume that each insurer is concerned with
maimainin§ an aggregate exposure from deterministic scenarios at 10 percent of its
surplus (S) 8, E, then, is be the ultimate exposure of the insurer; that is, what it will pay
after sharing part of the loss with other parties.

E* represents the aggregate exposure that an insurer is willing to risk if it is
responsible for ten percent of the loss above D =15 percent (e.g., the arrangement under
TRIA in 2005) and it wants to set a value of E/S =D + .{E* - D) = 10%.

We define an E* gaming strategy as the decision by an insurer to increase
significantly the amount of coverage it provides in order to take advantage of the 90%

% This assumption represents a «  rudent behavior. Indeed, 17 of the top 30 insurers already have a D/S
ratio equal or higher than 10 per 2005.
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risk-sharing arrangement with the government, and at the same time to collect a
significant amount of terrorism insurance premiums®.

We focus on the locations where a large terrorism loss is more likely. To make the
data analysis manageable, we have limited our sample of insurers to those who already
provide the largest terrorism coverage in urban areas. We focused on the top 30 insurers
based on TRIA-line direct earned premiums in 2004 and then eliminated the 7 companies
who are small business and personal lines writers. This group of 23 large insurers
actually accounts for about two-thirds of the TRIA-lines direct earned premiums. For the
sake of simplicity, we then make the assumption that these 23 insurers cover 100 percent
of the insured losses in the city we consider. We then analyze how losses would be
shared under TRIA and compare this with a design of a “permanent TRIA.”

For each insurer, we can determine its aggregate terrorism coverage in urban
areas. For insurers with a D/S ratio greater than 10 percent, insurers limit their exposure
to 10 percent of their surplus (E* = E). Those with D/S less than 10 percent could offer
much more coverage than under TRIA, particularly those with very small D/S due to a
large surplus (E* > E). Figure 8 depicts the difference that fixing a threshold of
E/S = 10 percent would have on insurers’ decisions regarding how much terrorism
coverage to offer, depending on whether the insurer had a D/S ration higher than 10
percent (Insurer (a); left part of the graph) and those with D/S less than 10 percent
(Insurer (b); right part of the graph). In both cases, there are two bars. The solid gray one
on the left indicates the D/S ratio of the insurer in 2005, the one made up of oblique lines
on the right indicates exposure based on the constraint that /S = 10 percent.

E/S
Insurer (a)

/S > 10%
Insurer (b)

E E =D+ . H{ED)=10%
10% E=E*'=10%

A\

M\

078 < 10%

SIS

Figure 8. Insurer’s Exposure Limited to 10% of Its Surplus

The aggregate exposure for each of these two types of insurer is depicted in
Figure 9. An insurer with considerable business in non-TRIA lines such that its surplus is
high but its deductible is quite low will take advantage of the structure of TRIA’s
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program (if it is made permanent) by increasing its aggregate exposure considerably from
the current level, up to E*. For example, insurer (b) on Figure 9 will only pay 10 percent
of any loss above its deductible (D; the portion represented by oblique lines) with the
other 90 percent paid by taxpayers and possibly all policyholders under the federal
government’s recoupment arrangement under TRIA (the area represented by horizontal
lines).

Insurer (b}
A

Aggregate
expasure E* - E* ™
Additional capacity;
Potentlal loss
the Insurer will not bear\E‘
!
Insurer (a)
A
“DIS > 10% ™
E o o e e /
D/S < 10%

Figure 9. Aggregate Exposure of Insured Losses;
Additional Capacity Provided by Insurers with D/S<10%

An important difference from the analyses undertaken in the previous section of
the paper is that market share is now based on each insurer’s £*. In this case, we assume
that E* is composed of both property and workers’ compensation coverage. As a result
the market shares of insurers providing terrorism coverage would be quite different if a
TRIA-like program were made permanent. In particular, the New York State Insurance
Fund would likely not be the major provider of workers’ compensation coverage
anymore, as its surplus is much lower than other large insurers; the company is therefore
constrained in how much terrorism insurance it will be willing to write.

Using E*, one can then determine how the coverage from a terrorist attack would
be spread across insurers. Because insurers with low D/S ratios are willing to write
considerably more property coverage at relatively low prices in metropolitan areas if
TRIA is made permanent, all commercial enterprises will expect to be insured against
property losses (we assume a 100 percent take-up rate)™.

0 1t is unclear how terrorism insurance will be priced ander this scenario. Insurers with fow /S ratios
competing for business in urban areas will have an economic incentive to reduce their price as they expand
their coverage, because they know they will be only responsibie for [0 percent of any loss greater then D -~
something an insurer with more limited surplus cannot do. As a result, the major providers of coverage will
be winnowed down to only a few insurers.
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Allocation of Lasses Across Affected Stakeholders

As mentioned earlier, data for 2006 are not available yet, so we provide the
analysis by making the design of TRIA-2005 permanent. We discuss in this section who
pays for the losses under TRIA in 2005, and should TRIA be made permanent, for two
scenarios in New York City: a $25 billion and $100 billion terrorist attack using five-ton
truck bombs. Under TRIA in 2005, the allocation of losses is based on each insurer’s
market share of total property-casualty premiums for commercial coverage, and insurers
are assumed not to be using an E* strategy. The now 100 percent take-up rate when
TRIA is made permanent results in a shift of non-insured losses ($7.5 billion and $25
billion, respectively) to either all the policyholders or the government/taxpayers (Table
4). On first glance it seems counterintuitive that insurers will pay less for terrorism losses
when their take-up rate is 100 percent rather than 50 percent. The reason is that insurers
with low D/S ratios will increase their exposure very significantly, as shown in Figure 9.
Following a terrorist attack, these few insurers will be initially responsible for the largest
part of the losses.

Under TRIA in 2003, these losses would have been spread over a much larger
number of insurers, who collectively would have absorbed more of the loss because it
would fall below their values of D. In other words, under a permanent TRIA program
these few insurers will end up paying a very limited portion of their exposure (they
actually pay E not E¥), while the federal government will cover 90 percent of the loss
above their D levels. As with the other analyses, we assume that the federal government
will pay for any losses above the $15 billion industry market retention without
recoupment of any of their expenditures under the TRIA federal backstop provision.

Consider the insurance scenario with a $25 billion loss. Because the total loss will
increase from $17.5 billion (with a 50 percent take-up rate) to $25 billion (with a 100
percent take-up rate), the general taxpayer’s share of the loss will increase from $2.5
billion to $10 billion — that is a 300 percent increase from the current TRIA program. The
difference between the $15 billion insurance industry retention and insurers’ payments of
$13.3 billion will be charged against all policyholders who will experience a 288 percent
increase in payments. The difference in market shares induced by a few insurers playing
an E* strategy would result in a 37 percent decrease in insurance industry payments, even
if all losses caused by the attacks are now covered (Table 4).

In the more extreme case of a $100 billion loss, when some insurers decide to
significantly increase their aggregate exposure after learning that TRIA is renewed
indefinitely, the insurance industry would pay considerably less in claims even though
the take-up rate on property coverage is assumed to be 100 percent. More specifically,
due to their higher exposures when TRIA is extended indefinitely, the insurers will
receive a larger subsidy from the federal government than they would under TRIA today.
Furthermore the insurance industry loss with either a 50 percent or 100 percent take-up
rate is greater than the $15 billion market retention rate. We assume that taxpayers cover
the loss above this amount so there will be no recoupment of the subsidy by the federal
government and the commercial policyholders will not be taxed at all. Hence the insurers
actually pay less when total insured losses are $100 billion than when they are $75 billion
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(Table 4). Indeed, the larger total insured loss due to the increased coverage amount is
passed on to the U.S. taxpayers who now absorb $79.3 billion in loss payments compared
with $51 billion under TRIA in 2005,

Table 4. Distribution of Losses under TRIA-2005 and if TRIA is Made Permanent
($25 billion Loss in New York City)

Insured Loss Sharing
Final Fed. Gov

SCENARIOS EoiR Ry e e
TRIA-2005 — 50% take-up rate on Property Insurance -~ 23 ins

‘Total: $25bn

Property: §15bn $7.5bn | $17.5bn $13.3bn $1.7bn $2.5bn
WC: $10bn

8

Tnsured loss sharng |1 g 8%
100% take-up rate — 23 insurers

TRIA Extended Indefinitely —

Total: $25bn
Propexty: $15bn $0 $25bn $8.4bn $6.6bn $10bn
WC: $10bn
Insured loss sharing S %
Change in final payments +288%

TRIA-2005 ~ 50% take-up rate (T RIA-line p

Total: $100bn
Property: §50ba $25bn $75bn $24bn $0 51bn
WC: $50bn
nsured foss sharing 2% W i
TRIA Extended Indefinitely — 100% take-up rate— 23 insurers
Total: $100bn
Property: $50bn $0 | $100bn $20.7bn $0 $79.3bn
WC: $50bn
Insured Joss sharing |+ 4 bk 793050 L
Change in final payments +55% |

If one wants to design a program that encourages insurers to write coverage, then
a permanent terrorism insurance program like TRIA or TRIEA will be successful due to
the very large subsidy the government provides to any insurer whose losses exceed D.
The very large insurers with low D/§ ratios will provide most of the coverage and pay
very little after a terrorist attack compared with their aggregate exposure. They would

*! The federal government is assumed to recoup the portion of insured loss it initially paid above insurers’
payments up to an industry aggregate of $15 billion in 2005.
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keep all their premiums and transfer the loss to all commercial policyholders and
taxpayers. This points to an inequity in this system, because the policyholders of those
insurers who do not suffer any loss are responsible for the same amount of repayment to
the government in the form of a surcharge as are policyholders in companies that suffered
large losses and were subsidized by the government.

Rationale for Limiting Aggregate Exposure

There are several reasons why insurers may not be willing to assume the large aggregate
exposure implied by an E* gaming strategy. First, a larger E* increases the likelihood
that an insurer will experience medium to large losses below its TRIA (or TRIEA)
deductible with the more structures insurers cover in high-risk areas. In this sense
insurers may decide to limit their aggregate exposure by estimating the likelihoods of
different terrorist attack scenarios occurring. Insurers may then reduce their aggregate
exposure by utilizing their survival constraint in a manner similar to the processes they
follow for other catastrophic risks. Second, when an insurer provides coverage against
terrorism it also provides insurance against all other events that could cause damage or
losses to their property and/or claims from their workers’ compensation coverage. When
an insurer decides whether to write more terrorism coverage, it needs to consider its
aggregate exposure from a much broader set of risks (e.g., fire, theft, job injury).

Insurers may be concerned that Congress will amend a permanent TRIA-like
program if legislators observe the type of strategizing described above. Suppose insurers
who expanded their coverage by focusing on E* were to be held responsible for 50
percent of their losses above their TRIA deductible. These insurers will very likely want
to cancel some of their commercial policies for fear of incurring large claim costs after a
terrorist attack. Omne reason why these insurers have not followed an E* gaming strategy
today is their concern that a TRIA-like program will not be renewed in its current form.

8. The Way Forward: A Perspective on Long-term Options for Terrorism Risk
Financing

Although TRIA has provided an important and necessary temporary solution to
the problem of providing terrorism insurance to commercial firms, we do net believe it or
its successor TRIEA is an equitable and efficient program in the long mun. We now turn
to a set of alternative options that involve the private and public sectors for providing
protection against terrorism losses on a more permanent basis. These alternatives are not
mutually exclusive. Some combination of these and perhaps other options should be
considered in the design of a program that provides protection against terrorism losses
while at the same time encouraging risk-reducing measures by those who are potential
targets for a future attack.

Deploy Capital of Potential Target Firms

Modern enterprise risk management has shown that it often makes sense for a
firm to use its own capital to absorb risk, rather than insuring against a loss, In these
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circumstances, the firm can manage the risk through its own capital management
strategy. For example, the firm may lower its debt financing in relation to equity to be
able to tolerate more risk. Other more focused strategies include the use of structured
debt (e.g., warrants, convertible and forgivable debt) and more recently the use of
contingent capital (i.e., financing that is contingent on the occurrence of specified
events). Thus, we would envision that a large part of terrorism risk is, and wiil continue
to be, absorbed by the firm’s own capital, so that it is, in fact, self-insured.>

Those institutions providing long-term debt financing to developers could
possibly underwrite potential losses from terrorism and charge higher interest rates to
reflect the additional risk. Equity capital investors could hold more diversified portfolios,
so no single investor would suffer a large and disproportionate diminution in the total
value of assets in the event of an attack.

Deploy Capital of Reinsurers

One potential private market solution that has been discussed is to increase the
transfer of risk through reinsurance (Congressional Budget Office, 2005).° Since
reinsurance portfolios normally cover sizable losses in the tails of the distribution,
reinsurers normally need to hold relatively large amounts of capital compared with
primary insurers. During the past several years, most major reinsurers experienced
reductions in capital, in part due to the 9/11 attacks, and several of them were
downgraded by rating agencies. They decided not to allocate much of their scarce capital
to terrorism risk, instead focusing their capital on other lines.

Results from the survey of reinsurers undertaken, as part of the Wharton Risk
center TRIA and Beyond, by the Reinsurance Association of America indicate that the
reinsurance industry’s capacity for providing terrorism coverage under the TRIA program
in 2005 was in the range of $5--6 billion. According to those surveyed, if a TRIA-like
program were not in place, reinsurers would either maintain the same amount of
reinsurance coverage or reduce the amount they provide.

More detailed analysis needs to take place as to the role that private reinsurance
could play in providing protection against catastrophic losses from terrorism. One
possibility would be a TRIA-like program without individual insurer deductibles that
would only provide payments once losses exceeded a large aggregate threshold®. This
approach would stimulate the demand for reinsurance and would avoid some of the

%2 For more details on strategies that firms can use to self-insurance against risks see Doherty, N. (2000),
Integrated ":sk Management, New York: McGraw-Hill.

* Congresswnal Budget Office (2005), Federal Terrorism Reinsurance: An Update, Washington. DC,
January.

* Notably, the leading reinsurance companies reentered several European markets for terrorism insurance
after 9/11. Most of them did so because their exposure was limited and that they were all part of a pooled
reinsurance vanche of a national program. See Michel-Kerjan, E. and Pedell, B. (2005), “Terrorism Risk
Coverage in -1¢ Post- 9/11 Era: A Comparison of New Public-Private Partnerships in France, Germany and
the U.S.,” The Geneva Papers on Risk and Insurance, 30: 1, pp. 144-170. This article also discusses
programs in Spain (established in {954) and the United Kingdom {established in 1993; modified in 2003).
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distortions associated with individual insurer deductibles and inclusion of captives in the
program™

Another complementary option would be to base any federal reimbursement of
terrorism losses on net (i.e., after reinsurance) losses without requiring reinsurers to make
terrorism coverage available. Such a change might significantly increase the scope of
reinsurance and associated risk spreading. The terms of reinsurance would reflect the
federal backstop (i.e., the reinsurer’s ability to be reimbursed for losses), thus reducing
reinsurance prices. Primary insurers would be free to either buy reinsurance if available
at the right price or keep similar exposures as under the current system.

Reduce Tax Costs for Insurers and Reinsurers to Hold Capital

U.S. federal tax policy increases the costs of private-sector arrangements for
spreading catastrophe risk, thus reducing the supply of insurance and alternative risk-
spreading vehicles. Insurers cannot establish tax deductible reserves for events that have
not occurred. More importantly, providing insurance against rare but potentially
enormous losses requires insurers to hold large amounts of equity capital, which is
primarily invested in marketable securities. Investors can readily purchase the same
types of securities directly or through investment funds, in which case the returns on the
securities are subject to personal taxes only. When held by an insurer to back the sale of
its policies, the returns are taxed twice -- at the corporate level and at the personal level --
because insurers cannot hold such capital in tax-deferred accounts. For the securities to
be used to back policies, the premiums must therefore be high enough to compensate
investors for the extra layer of taxes. The total cost can be very large for the amounts of
capital that must be invested to back the sale of insurance for rare but potentially extreme
events, such as large losses from temorist attacks.

The private sector’s capacity to offer coverage for losses from terrorism (and
other extreme events) would therefore expand if insurers and reinsurers were allowed
some form of tax-deferred reserves for terrorism coverage. Such a policy could reduce
the costs to insurers and reinsurers of holding the large amounts of capital necessary to
provide coverage. This should increase supply and reduce premium rates. A tax-deferred
reserve approach should be weighed carefully in light of a number of potential benefits
and possible drawbacks: a short-term reduction of tax revenues, the disadvantage of
industry-specific tax rules, and the challenges of designing a system that meets the
objectives of expanding capacity to insure losses from terrorism (and possibly other
extreme events) without allowing significant unrelated tax deferral.

Facilitate the Use of Terrorism Catastrophe Bonds **

 End of 2004, nearly $35 billion in terrorism coverage capacity was provided by industry captives in the
states of Vermont and Hawaii only (the two largest on-shore captive states in the U.S—700 and 150
licensed captives end of 2004, respectively). For a detailed discussion on captives in the context of
terrorism insurance in the US, see Wharton Risk Center, Chapter 9 (2005).
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A catastrophe bond transfers the risk of a large loss from the
insurance/reinsurance industry to the financial markets. A significant market for
catastrophe bonds to cover losses from terrorist attacks has not emerged since 9/11. To
date, only three terrorism-related catastrophe bonds have been issued and these were part
of multi-event coverage for other risks such as natural disasters and pandemics. For
example, the first bond was issued in Europe in August 2003. The Fédération
Internationale de Football Association (the world governing organization of association
football [soccer]), which is organizing the 2006 World Cup in Germany, developed a
$262 million bond to protect its investment. Under very specific conditions, the
catastrophe bond covers losses resulting from both natural and terrorist extreme events
that would result in the cancellation of the World Cup game without the possibility of it
being re-scheduled to 2007.%

The lack of interest in new financial instruments for covering terrorism risk may
be due to concern by investment managers that potentially a large loss from a catastrophe
bond would hurt their reputations (and possibly their compensation). Another reason
why there has been no market for terrorism catastrophe bonds might be evident in the
reluctance of reinsurers to provide protection against this risk following the 9/11 terrorist
attacks. Financial investors perceive reinsurers as experts in this market. Upon learning
that the reinsurance industry required high premiums to provide protection against
terrorism, investors were only willing to provide funds to cover losses from terrorism if
they received a sufficiently high interest rate.’

Most investors and rating agencies consider terrorism models as too new and
untested to be used in conjunction with a catastrophe bond covering terrorism risks. The
models are viewed as providing useful information on the potential severity of the attacks
but not on their frequency. Without the acceptance of these models by major ratin§
agencies, the development of a large market for terrorism catastrophe bonds is unlikely®.
In addition, institutional, tax and regulatory constraints have discouraged the growth of
terrorism-related and other catastrophe bonds.

A study should be undertaken to analyze behavioral, institutional and regulatory
obstacles to the development of a more robust market for terrorism catastrophe bonds, as
well as the steps that would need to be taken to modify the current situation.

Mutual Insurance Pools

Another alternative would be to allow insurers to form an insurance pool to deal
with specific lines of coverage, perhaps with some federal backing for large losses, In
effect, a group of companies would provide reinsurance to each other. For example, firms
insuring high-risk assets in the United States and around the world could form their own

% This section is based on Kunreuther, H. and Michel-Kerjan, E. (2005) “Insuring Mega-Terrorism:
Challenges and Perspectives”. Report for the OECD Task Force on Terrorism Insurance. In OECD:
Terrorism Insurance in OECD Countries, July 5.

57 Congressional Budget Office (2005), Federal Terrorism Reinsurance: An Updare, Washington, DC,
January.  Kunreuther and Michel-Kerjan (2005), “Insurability of mega-Terrorism: Challenges and
Perspectives”, in OECD (2005); ibid.

% Kunreuther, H. (2002) “The Role of Insurance in Managing Extreme Events: Implications for Terrorism
Co- :rage”, Risk Analysis, 22: 427-37.

% ('S, General Accounting Office (GAO) (2003), Catastrophe Insurance Risks. Status of Efforts to
Securitize Natural Carastrophe and Terrorism Risk. GAO-03-1033. Washington, D.C.: September 24.
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mutual insurance pools. This solution has the advantage of spreading the risk over a large
number of insurers who join these pools, but it is unclear whether this alternative would
provide adequate coverage against mega-terrorism. Pool solutions developed in several
other countries should be analyzed in more detail to determine their potential application
to the U.S. market®®. The pool does not have to provide coverage for the entire country,
but can be focused in certain types of risks and/or industries.

Publicly Administered Mutual Insurance

The need for federal protection against terrorism risks and those of other extreme
events comes from the combination of two defects. The loss probability is highly
uncertain and the maximum possible loss is considered to be large relative to the amount
of private reinsurance and catastrophe bonds available to insurers. One strategy for
addressing these two problems is to construct a type of publicly administered mutual
insurance arrangement.

Two key conditions must hold for this arrangement to be feasible. First, although
losses on individual properties can be highly correlated and aggregate damages can be
large, the losses cannot be perfectly correlated. For example, the arrangement could
absorb a severe attack on Houston, New York, or San Francisco, but not necessarily if the
three cities were attacked simultaneously. Second, buyers need not agree on what they
think the loss probability is in each site, but they must be able to agree (in the simplest
case) that it is the same, or (in a more complex case) on what the relative likelihoods are.
For example, all buyers might agree that a large-scale assault is twice as likely in
Houston and New York as in San Francisco.

The insurance would work as follows for the case of a mutual insurance program
protecting insurers providing terrorism coverage in these three cities. Each insurer would
choose a level of protection through the mutual pool and pay an estimated premium. If no
attack occurs on either site after a predefined period of time, any excess premiums above
a certain threshold are returned to these insurers in proportion to their original purchase.
Suppose a loss does occur in Houston, for example, and if its magnitude is less than
resources accumulated by the pool to that point, all claims are paid. But if total insured
losses exceed claims, insurance buyers are assessed an additional amount to cover claims.
In this example, New York and San Francisco policyholders furnish the capital to cover
excess claims in Houston. In effect, this arrangement unses as its source of excess capital
the undamaged assets of pool participants who have not suffered a loss. Such an
arrangement might be voluntary, but it might be made compulsory as well, with the ex
post assessments proportional to the additional coverage that was made mandatory.

Federal Reinsurance with Explicit Premiums

Another possible response to the limited capacity of private insurers and
reinsurers to furnish coverage against catastrophic losses is a federal reinsurance program
with explicit premiums. The most obvious technique for pricing federal reinsurance
would be for the government to calculate a premium. It would make its own estimate of
the probability of a major attack and the extent of the damages, calculate the expected

® See OECD (2005), Terrorism Risk Insurance in OECD Countries, July 5.
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value of the loss, add a modest amount for administrative expenses, possibly tack on a
“risk premium”, and offer unlimited amounts of coverage for sale at this premium.

Under a federal reinsurance program, in years without any major terrorist attack,
no benefits would be paid out. But if an attack occurred, these government’s collected
funds would be used to cover the catastrophic portion of the losses against which insurers
had purchased federal reinsurance. If the losses protected by federal reinsurance exceeded
the premiums collected, the government would have to finance these claims from other
sources of taxpayer revenue. Over time, if the premiums accurately reflected the risks of
terrorist attacks, the government reinsurance fund would be replenished.

Considering Covering both Domestic and Foreign Terrorism®'

Another question that needs to be addressed is whether the arbitrary distinction
that the current U.S. terrorism risk insurance program makes between so-called “foreign”
and “domestic” terrorism reflects the current nature of the terrorism threat®, This poses at
least two major problems.

First, the evolution of international terrorist activities from more locally organized
and even national groups to global organization makes it difficult to distinguish between
a domestic and foreign terrorism, as illustrated by the July 2005 bombings in London,
UK®. Some of these terrorists had been trained to kill in Pakistan. Should one thus
conclude that they were “acting on behalf of a foreign person or foreign interest™? On
the other hand, they had been living in London for years, studying or working there.
Should one conclude they acted on behalf of their own ideology? In that case, should we
conclude that the nearly 800 casualties were victims of domestic terrorism? Had these
events been more devastating and occurred in the U.S., would they have qualified for
TRIA coverage? Today this gray zone is likely to inflict legal costs to both victims and
insurers, and considerably delay claims payments to victims of the attacks.

Second, the decision to exclude domestic terrorism from TRIA and its extension
because it was not considered a serious threat needs to be reevaluated in the light of the
current threats posed by extremist groups in the United States®. Data on domestic

°' We appreciated discussions on this domestic terrorism issue with James O. Ellis 111 (Memorial Institute
for the Prevention of Terrorism in Oklahoma City), Mark Potok (Southern Poverty Law Center) and with
Henry Schuster (CNN).

2 TRIA stipulates that a terrorist attack would be certified as an act of terrorism only if it is perpetrated by
“an individual or individuals acting on behalf of any foreign person or foreign interest, as part of an effort
to coerce the civilian population of the United States or to influence the policy or affect the conduct of the
United States Government by coercion.”

® For an insightful analysis of the London bombing in that regard, see the series of articles in The
Economist (2005), “In Europe’s midst”™, July 16.

® For discussions on the nature of these groups and their opesation, see Ellis III, J. “Tervorism in the
Homeland: A Brief Historical Survey of Violent Extremism in the United States”, Memorial Institute for
the Prevention of Terrorism, Oklahoma City, Hoffman, B. (1998) Inside Terrorism. New York: Columbia
University Press; Stern, J.. (2003). Terror in the Name of God: Why Religious Militants Kill. New York:
Harper Collins. Potok, M. (2004). “The American Radical Right: The 1990s and Beyond.” in Eatwell, R,
and Mudde, C. (eds) Western Democracies and the New Extreme Right Challenge, Routledge: Frey, B.
{2004) Dealing with Terrorism: Stick or Carrot, Edward Elgar Publishing; Chalk, P. Hoffman, Reville, R
and B. Kasupski, A-B. (2005) T: . «ds in Terrorism, Santa Monica, CA: Rand Corporation, June.
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terrorism from the U.S. Federal Bureau of Investigation reveal that over 350 acts of
domestic terrorism have been perpetrated on the U.S. soil during the period 1980-2001.
Although the annual number of such attacks decreased during the 1980s and mid 1990s,
it started increasing again in the past ten years averaging 15 attacks a year nationwide
during the period 1996-2001%. It is likely that this increase has been galvanized by anti-
globalization imperatives®.

Consideration should therefore be given as to whether it is desirable to include
domestic terrorism as part of the events covered in a national terrorism insurance
program. The analysis should consider whether the economic rationale for government
involvement in covering the risk of large losses from domestic terrorism is any different
from foreign terrorism, as well as the problems associated with the arbitrary distinction
made by TRIA between “foreign” and “domestic” acts.

Developing Incentive Programs for Encouraging Mitigation

Moreover, further analysis is needed to link mitigation and insurance coverage in
a more systematic way. It would be important to develop incentive programs to
adequately reward private sector investment in security, for example by lowering the
price of terrorism risk financing and/or by providing any other economic incentives (e.g.,
more favorable tax treatment). It is worth noting, however, that the absence of a link
between insurance and investment in security is not specific to the United State®” -- most
industrialized countries have not yet implemented such incentive programs either.

9. Conclusions

Today, four and a half years after 9/11, the question as to who should pay for the
economic consequences of a terrorist attack on the United States has not yet received the
attention it deserves. As stated by the White House in its 2002 National Strategy,
homeland security is “the concerted effort to prevent attacks, reduce America’s
vulnerability to terrorism, and minimize the damage and recover from attacks that do

occur™®, To succeed, security must be a comprehensive national effort.

The new law extending TRIA for two additional years directs the President’s
Working Group on Financial Markets to study long-term availability and affordability of
coverage for terrorism losses. This group must submit a report of its findings to the
House Financial Services and Senate Banking Committees by September 30, 2006. As
we have already advocated®, Congress or the White House should consider establishing
a broader national commission on terrorism risk coverage before permanent legislation is

& yus. Department of Justice, Federal Bureau of Investigation (2002), “Terrorism 2000/2001", FBI,
Counterterrorism division, Publication (0328.

¢ Auerswald, P., Branscomb, L., LaPorte, T., and Michel-Kerjan, E. (eds) Seeds of Disaster, Roots of
Response. How Private Action Can Reduce Public Vulnerability, Cambridge University Press, forthcoming.
 The White House (2002), National Strategy for Homeland Security. Washington, DC., July.

¢ See Kunreuther, H. and Michel-Kerjan, E. (2005), “Terrorism Insurance 2005. Where Do We Go from
Here?" Regulation. The Cato Review for Business and Government, Washington, DC: The Cato Institute,
Spring 2005 pp. 44-51. See also The Economist (2005). “In Europe’s midst”, July 16 and The Economist
(2005), “Horrible Business: Terror Insurance”, November 9.
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enacted. Indeed, the challenges associated with terrorism risk financing are fundamental,
and they will not be solved overnight. In addition to the insurance industry, there is a
need to include representation on such a National Commission from sectors of the
economy who are affected by the terrorism risk such energy, transportation, real estate
and health. U.S. Treasury representation should be supplemented by key individuals from
federal agencies, such as the Department of Homeland Security and the Department of
Defense who are concerned with national security issues,

Such a National Commission could explore the objectives of a terrorism risk
financing program and how to achieve them through altemative risk sharing mechanisms.
[n addressing these issues there is a need for collaboration with the homeland
security/intelligence community to measure what potential threats are. A National
Commission could also examine how other countries cope with the terrorism risk to
determine whether these approaches merit consideration for the United States. The
insurance infrastructure would undoubtedly play 2 key role in such a program, but it
should be viewed as part of a broader strategy for dealing with terrorism. For example,
the public and private sectors could provide economic incentives in the form of lower
taxes, subsidies or lower insurance premiums to encourage those at risk to adopt higher
security and loss reduction measures. There will likely be a need for well-enforced
regulations and standards to complement these incentive programs.

The design of a terrorism insurance program reflects society’s view as to who
should pay for the losses from the next attack’. Hurricane Katrina is likely to impact on
how citizens, firms and policymakers envision the role and responsibility of the public
and private sectors in providing adequate protection to victims of large-scale disasters
and the importance of understanding how actions taken before a disaster impacts on the
need for financial assistance after a catastrophic event occurs’', Similar questions need to
be posed with respect to the terrorism risk. A well-designed terrorism insurance program
has the potential of encouraging mitigation measures while at the same time alleviating
the need for large-scale public sector involvement following the next attack.

™ tndeed, other countries have implemented programs quite different from TRIA; see Michel-Kerjan, E.
and Pedell, B. (2005), “Terrorisim Risk Coverage in the Post- 9/i1 Era: A Comparison of New Public-
Private Partnerships in France, Germany and the U.S.,” The Geneva Papers on Risk and Insurance, 30: 1,
pp. 144-170. See also Organization for Economic Cooperation and Development (2005), Terrorism
Insurance in OECD Countries. Paris: OECD, July 5. For a comparison of terrorism insurance prices and
take-up rates per different industry sector in the US and different European countries, see Michel-Kerjan,
E. and Pedell, B. (2006}, “How Does the Corporate World Cope with Mega-Terrorism? Puzzling Evidence
from Terrorism Insurance Markets” Journal of Applied Corporate Finance, Vol. 18 (4), December 2006.

™ Daniels, R., Kelit, D. and Kunreuther, H. (eds) (2006), On Risk and Disaster: Lessons from Hurricane
Kuirina. University of Pennsylvania Press.
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APPENDIX 1
Deductible over Surplus Ratios: 2003 to 2005
and Prospective Analyses 2006-2007

Using data provided by A.M. Best, we undertook an analysis of the top 463
companies’* ranked by their 2004 TRIA lines direct earned premiums (larger than $10
million). For each insurer, we had the following data:

- Total direct earned premiums all lines;

- Total direct earned premiums (DEP) for TRIA lines;

- Surplus (5).

We determined the deductible over surplus (D/S) ratio for the three years of TRIA
operation: 2003, 2004 and 2005. Table A provides the data for determining the D/S ratio
for 2005 when D = 15 percent and it also shows these ratios for 2004 and 2003 when D =
10 and 7 percent, respectively, for the top 30 insurers (ranked by total TRIA DEP in
2004). Note that in 2003 only three insurers in the top 30 had a ratio D/S ratios equal to
or higher than 15 percent, while this number increased to 14 insurers in 2005.

Prospective Analysis: Impact of TRIA Extended to 2007 on D/S ratios

Below we show how the extension of TRIA would impact on the D/S ratio for the top 30
insurers in the U.S. for 2006 and 2007. The new deductible is increased to 17.5 percent of
TRIA-line DEP in 2006, and 20 percent in 2007.

Methodology The study is undertaken for the top 30 insurers. In order to determine D/S
(2006) and D/S (2007) for each company under these two scenarios, we need to know
what would be their TRIA-lines DEP and their surpluses in 2005 and 2006, respectively.
We base our analysis on the annual percentage change in these two numbers over the
three-year period (2002-2004) for each of the thirty companies. We then extrapolate these
figures to estimate DEP for TRIA lines and surpluses (S} for 2005 and 2006. Table A
presents the result of this analysis. With the deductible increased to 20 percent in 2007, 6
of the 10 largest insurers will have a D/5 ratio that will be 20 percent or greater.

" The original sample of insurers with a 2004 total TRIA-line direct earned premium above $10 million
was made of 466 insurers; but partial data were missing for 3 of them. As discussed, among these 463
insurers, our 2004 selected sample is made of the 451 insurers that also appear in the 2002 and 2003 data
sets,

37



182

Table A, 2003-2007: Prospective Analysis D/S Ratios for the 30 Largest Insurers, 2003-2007
D=17.5% DEP in 2006 and 20% DEP in 2007 (all amounts in $ million)

brs b/S oS DS DS

Proj 2006 jected 2006 § 2007 2006 2005 2004 2008

Name TRIALIne DEP  surpius . Deductible 07 (20%)  (17.5%) (15%) (10%) (7%)
AG 32,663 110,524 6,533 &% 5% 4% 3% 2%
St. Paul Travelers 20,069 16,807 4,014 24% 21% 17% 12% 8%
Zurich/Fammers 18,170 13,647 3,634 27% 25% 23% 18% 13%
Liberty Mutual 13,101 13,307 2,620 20% 18% 16% 12% 9%
CA State Comp Ins Fund 9,024 3,156 1,808 57% 80% 43% 37% 27%
CNA Insurance 9,024 7,436 1,808 24% 1% 17% 13% 8%
Chubb 9365 13.608 1,873 14% 14% 14% 1% 9%
Hartford Insurance 9,901 18,006 1,980 MN% 10% 10% 7% 5%
ACE INA 7.768 3,963 1,553 3% 3% 3% 22% 18%
Nationwide 5378 12,159 1.075 9% 8% % 4% 3%
ToP10: Moan Mean Mean  Mean  Mean

- Total 134,459 212,713 26,892 ratio ratio ratio ratio ratio

- Avurn: 13,446 21.271 2,689 23% 21%  18% 14% Y
State Farm 4,898 68,565 980 1% 1% % 1% 1%
Allianz of America 3,524 4,626 701 15% 15% 15% 10% 8%
W. R. Berkley 8510 4,639 1,102 24% 22% 20% 14% 11%
Great American P&C 3.592 3,108 718 28% 21% 20% 13% 10%
FM Global 3,006 6,500 601 9% 10% 11% 10% 8%
XL America 3,560 2824 712 25% 23% 20% 4% 10%
Cincinnati insurance 2,600 7.822 520 7% 8% 8% 8% 8%
Berkshire Hathaway 2,941 84,182 588 1% 1% 1% 0% 0%
Auto-Owners 3,032 4,346 606 14% 1% 9% 6% 4%
Sateco 2,860 4,609 512 11% 10% 8% 7% 5%
Progressive insurance 3,059 €.508 61 9% 8% 6% 3% 2%
Old Republic General 2,501 2,215 500 23% 19% 15% 10% 6%
HDIL U.S. Group 1,857 561 381 70% 57% 8% 33% 19%
Alistate Insurance 1,942 20,531 388 2% 2% 1% 1% 1%
Fairfax Financial (USA) 1,299 4,832 260 5% 6% % 5% 6%
Markel Corporation 1,800 1,967 398 20% 19% 18% 13% 10%
Arch Capital Group U.S. 3,323 863 665 100% 66% 42% 23% 3%
GE Giobal 1,478 8,487 296 3% 3% 3% 2% 2%
White Mourtains 988 3,181 199 6% 6% 7% 4% 4%
Etie Insurance Group 1,724 3,967 345 8% 7% 6% 4% 3%

TOP 30
~ Totat 189,851 456,717 37,982 Mean e} ratios
- Average 6,332 15,224 1.266 20% 18% 15% 11% &%
* This represents shareholders” equity rather than poticyholders” surplus that sec :0re appropriate here,
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APPENDIX 2
Brief side by side comparison between TRIA 2005 and TRIEA 2006-2007
CTRIA Extension of TRIA ..+
R R (TRIEA/S46T). .. =
2005 2006 2007
Program trigger $5 million $50 million $100 million
(« per event » in 06-07)
Insurer’s deductible 15% 17.5% 20%
(% DEP previous year)
Federal share 90% 90% 85%
(% above insurers’
deductible)
Industry aggregate $15 billion $25 billion $27.5 billion
retention/recoupment
threshold
Annual Program Cap $100 billion $100 billion $100 billion
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