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REAUTHORIZING TRIA: THE STATE OF THE
TERRORISM RISK INSURANCE MARKET

WEDNESDAY, SEPTEMBER 25, 2013

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:05 a.m. in room SD-538, Dirksen Sen-
ate Office Building, Hon. Tim Johnson, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN TIM JOHNSON

Chairman JOHNSON. Good morning. I call this hearing to order.

Two weeks ago, we observed the 12th anniversary of the tragic
September 11 terrorist attacks on our country. In the aftermath of
the tragedy and after suffering steep losses, insurance companies
stopped offering terrorism insurance coverage as part of their com-
mercial property policies. This had a destabilizing impact on var-
ious parts of our economy.

Congress responded by creating the Terrorism Risk Insurance
Program to provide a narrow and targeted Government backstop
for this insurance coverage. The program proved helpful, creating
certainty for many businesses, including developers, construction
1c{ompanies, commercial lenders, as well as private insurance mar-

ets.

The program has since been reauthorized by Congress twice. The
last time, Congress made very few changes and extended the pro-
gram for 7 years. It is my hope that, once again, we will be able
to find bipartisan consensus for the reauthorization of TRIA well
before the program expires at the end of 2014.

While a few may seek dramatic changes or even try to eliminate
the program, we should remember that taxpayers have not lost any
money on the program. The program’s unique structure has fully
protected taxpayers while promoting economic growth by pre-
venting interruption in insurance coverage and providing certainty
for commercial property developers working on stadiums, univer-
sities, malls, and other projects across the country.

Today, we review the state of the terrorism risk insurance mar-
ket and look forward to hearing from our witnesses about how the
current program has functioned and the ongoing need for the same
limited Government backstop we already have in TRIA.

With that, I turn to Ranking Member Crapo for his opening
statement.

o))
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OPENING STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you, Mr. Chairman.

I welcome each of our witnesses today to this important hearing
on the Federal Terrorism Risk Insurance Act.

This program’s initial passage was in large part due to the in-
ability of businesses to acquire terrorism coverage in the aftermath
of the attacks of September 11, 2001. Since then, the program has
been reauthorized by Congress two more times, each time with
changes that scaled back the exposure to the Federal Government
and the taxpayers. With the current program set to expire at the
end of 2014, it is appropriate for us to examine how well the pro-
gram is working, how else we might increase private sector partici-
pation in the insurance and in the reinsurance markets.

Terrorism risk, by its nature, is difficult to predict. The size, se-
verity, and frequency of attacks are hard to model. They also may
be highly correlated, making it challenging for private insurers to
diversify their risk. One of the purposes of passing the original leg-
islation was to give the market time to find innovative solutions to
these problems. I am interested in hearing from the witnesses their
perspectives on how the private market has evolved in the 12 years
since the initial passage of TRIA.

Getting terrorism risk insurance right is important in order to
limit economic and physical impacts of any future terrorist attacks
on the United States. A properly balanced Terrorism Risk Insur-
ance Program can increase the Nation’s resilience to terrorism.
However, a program that is too heavily reliant on Federal support
i:an deter the private market from coming up with cost effective so-
utions.

One of the challenges associated with any Government insurance
is getting the pricing right. In TRIA, there is no up-front charge
to private insurers for the Government reinsurance and backstop,
only post-event cost sharing. Does the current approach make the
most sense for taxpayers?

Mr. Beshar’s written testimony mentions the business deductible,
the aggregate loss threshold, and the business coinsurance as a few
of the policy levers we can adjust that may help to better protect
taxpayers from shouldering private sector losses. I look forward to
the thoughts of the panel as to what impact these changes would
have on the willingness of insurers to underwrite terrorism risk.

I am also interested in hearing how well the reinsurance market
is developing. Does the current program dampen the reinsurance
markgt’s incentives to innovate and find new ways of offering cov-
erage?

As I mentioned previously, each reauthorization has put more
private capital in front of the Government backstop. Currently, the
Federal Government would recoup any TRIA payments up to $27.5
billion. This industry retention level allows the taxpayer to recover
TRIA payments through an industry-wide assessment on property
casualty policies and was last changed in the 2005 reauthorization.
Should that amount be increased?

And, last, should we look at the approaches that other countries
have developed to the challenges presented by terrorism risk? For
example, most developed countries charge the insurance industry
up front for reinsurance.
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As it has been 6 years since we last studied the issue in depth,
we now need to examine this program in detail, and Mr. Chairman,
I look forward to hearing the witnesses’ testimony and their in-
sights into these important policy issues.

Chairman JOHNSON. Thank you, Senator Crapo.

Are there any other Members who would like to give brief open-
ing statements?

Senator HELLER. Mr. Chairman, if I may

Chairman JOHNSON. Yes.

STATEMENT OF SENATOR DEAN HELLER

Senator HELLER. Thank you very much, and I will be brief. I just
want to thank you and the Ranking Member for holding this, what
I consider to be a very important hearing. I want to thank those
that are here on the panel, also, for taking time with this discus-
sion.

I do not have to tell many here that terrorism is a nationwide
threat and it can happen in any city on the East Coast, West
Coast, but also in rural America. And, unfortunately, the threat for
terrorism is very high in a city like Las Vegas. I like to tell people
that there are two Statutes of Liberty in this country and one hap-
pens to be in Las Vegas. But, as you know, Nevada’s economy is
very, very heavily dependent on tourism and a terrorist attack, ob-
viously, would be devastating, not just obviously for the city, but,
obviously, the State as a whole.

So, I look forward to working with you, Mr. Chairman, with the
Ranking Member, and all my colleagues here on this Committee to
see if we can put together some kind of a bipartisan agreement to
reauthorize TRIA.

Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you.

I would like to remind my colleagues that the record will be open
forlthe next 7 days for additional statements and any other mate-
rials.

Before we begin, I would like to introduce our witnesses that are
here with us today.

Mr. Peter Beshar is the Executive Vice President and General
Counsel for the Marsh and McLennan Companies, which issued a
report on TRIA earlier this year.

Dr. Robert P. Hartwig is the President of the Insurance Informa-
tion Institute and has written extensively on the issue we are dis-
cussing today.

And, finally, Dr. Erwann Michel-Kerjan, who is a Professor and
Managing Director of the Risk Management and Decision Processes
Center at the Wharton School of Business at the University of
Pennsylvania.

Mr. Beshar, you may proceed.

STATEMENT OF PETER J. BESHAR, EXECUTIVE VICE PRESI-
DENT AND GENERAL COUNSEL, MARSH & MCLENNAN COM-
PANIES

Mr. BESHAR. Chairman Johnson and Members of the Committee,
I am Peter Beshar and I am grateful for the opportunity to speak
with you this morning about TRIA.
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Terrorism is a deeply personal issue for Marsh and McLennan.
In the attacks on the World Trade Center, our company lost 295
employees and scores of other business associates. Marsh and
McLennan also has a unique perspective on the terrorism insur-
ance market. Through our market-leading brands, Marsh and Guy
Carpenter, we provide analytics and broking services to all the par-
ticipants in the terrorism market, the buyers and sellers of ter-
rorism insurance and also key reinsurers.

We consider TRIA to be a model private-public partnership. In
the critical moments after 9/11, the TRIA facilitated critical sta-
bility into the insurance marketplace, and today, it continues to
provide the backstop for a well functioning market. Accordingly, we
strongly endorse its reauthorization.

This morning, I would like to briefly cover four areas: First, the
current state of the terrorism marketplace; second, the level of cap-
ital in the reinsurance industry; third, our recommendations for re-
forming TRIA; and finally, if TRIA is not renewed, two cautionary
notes about the potential impact.

Chairman, as you mentioned, Marsh released a sweeping survey
this spring of over 2,500 of our clients in the terrorism insurance
marketplace and there were two broad take-aways from that sur-
vey. The first is that take-up rates are strong—over 55 percent—
across the country. Senator Heller, as you said, in the West, rates
are increasing, in the South, in the Midwest. So this is not simply
a phenomenon in the Northeast.

The second is that we surveyed industries across the country and
the take-up rates are strong—over 70 percent—in the health care
industry, amongst media companies, interestingly, amongst non-
profits and educational institutions, as well as real estate devel-
opers. So the interest in this coverage across the country and
across industry is very strong.

Second, the level of capital in the reinsurance industry has in-
creased in the last 5 years. Our subsidiary Guy Carpenter released
a report several months ago indicating that the amount of capital
in the reinsurance industry is about $195 billion globally for all
risks. That is up from about $160 billion 5 years ago.

Now, to be sure, not all of that capital is available to underwrite
this risk of terrorism. Indeed, there are many capital providers who
are not interested in underwriting this peril because of how dif-
ficult it is to model and for other reasons. Nonetheless, the level
of capital in the reinsurance industry has gone up, and if these
trends continue, it is our belief that there is capacity for the pri-
vate sector to continue to expand and thereby reduce the position
of the Federal Government and the taxpayer.

So, against this backstop, we would like to offer three rec-
ommendations to reform TRIA.

First, we recommend that Congress specifically clarify that if a
coverage is provided for all forms of terrorism, including NBCR if
there 1s coverage provided on the underlying policy for that risk.

Second, a lot has happened since Congress last reauthorized
TRIA. Cyber risk is clearly a new and more profound risk that we
think needs to be grappled with, and Congress should analyze the
best way of ensuring that in the event of a catastrophic cyber at-
tack, that TRIA would respond to that.
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And, finally, we recommend that we establish—that Congress es-
tablish a timeline—we have suggested 90 days—for actually mak-
ing the certification of whether a terrorist event has occurred and
TRIA is, therefore, implicated.

If TRIA is not renewed, just two cautionary notes. First, in the
property and casualty market, the “make available” provision, we
think, is critical for having induced property and casualty carriers
to, in fact, underwrite this risk. And if TRIA were pulled back and
that requirement were removed, we think it is highly likely that
maﬁly property and casualty insurers would stop underwriting this
risk.

And, second, very briefly on workers’ comp, this is an unusual
area of insurance where the carriers are required to provide the
coverage without regard to the cause of it, whether it is an acci-
dent, an act of war, or an act of terrorism, and we have already
begun to see, because of the uncertainty on TRIA, carriers in the
workers’ comp marketplace have begun to pull back.

So, just in sum, Mr. Chairman, we think this has been a tremen-
dous program and it, in fact, has been a program that has served
to protect taxpayers against the risk of a catastrophic loss. Thank
you.

Chairman JOHNSON. Thank you.

Dr. Michel-Kerjan, please proceed.

STATEMENT OF ERWANN O. MICHEL-KERJAN, MANAGING DI-
RECTOR, CENTER FOR RISK MANAGEMENT AND DECISION
PROCESSES OPERATIONS AND INFORMATION MANAGEMENT
DEPARTMENT, THE WHARTON SCHOOL, UNIVERSITY OF
PENNSYLVANIA

Mr. MICHEL-KERJAN. Thank you, Mr. Chairman.

Let me open by saying that if our common goal is to make the
Nation more financially resilient to future terrorist attacks and
also to limit the spending of taxpayers’ money, then our debate
should not be on whether to let TRIA expire. Rather, it should be
on how we work together to make TRIA more effective.

Indeed, without TRIA, American taxpayers may actually end up
paying much more than they would today after a terrorist attack,
especially if insurance companies radically lower the capacity they
provide under the current monetary requirements when TRIA ex-
pires. Indeed, denying Federal disaster relief for uninsured losses
after such an attack at a time when our Nation would be under
massive stress would be very hard to do for any Congress. There
have been so many precedents in recent years with hundreds of bil-
lions of dollars spent in Federal relief for natural disaster and cor-
porate bailouts alike.

Still, I do not think a straight reauthorization would be possible,
either, for the reasons this Committee stated earlier. So, one
should probably continue to reduce Government exposure by in-
creasing the private sector risk sharing, as the previous extension
did. But this needs to be done in a way that does not disrupt the
market.

As a neutral party, our team at the Wharton School has released
over 20 publications on terrorism insurance markets since 2001,
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more than any other organization. These studies can be used by
Congress to make more informed decisions in the coming months.

For instance, we have recently shown that insurance companies
have provided much more capacity for terrorism risk than they
have for other catastrophic risks because they collect all the pre-
miums but are responsible for only a portion of the losses. This is
what TRIA was designed to do.

Terrorism insurance prices in the U.S. have been going down
continuously, as Mr. Beshar mentioned. Let me also add here that
these are among the least expensive terrorism insurance prices in
the world.

In other new analyses that I mentioned in the written testimony,
we show that the demand for terrorism insurance for medium and
large corporations is not only strong, but also very price inelastic,
meaning low sensitivity to price. We found that increasing the pre-
mium by 10 percent would only decrease the quantity of terrorism
insurance that these firms will buy by one or 2 percent. That
means that if TRIA were to be modified and insurers’ deductibles
were slightly increased from the current 20 percent, most likely, we
will not see any impact on the market. Similarly, there was no sig-
nificant demand change when previous deductible levels had been
increased.

Still, about four out of ten large corporations do not have cov-
erage against terrorism today. I think this is something we should
be concerned about. Let us remember that on 9/11, the coverage
was virtually 100 percent, which allowed for a quick economic re-
covery of our country.

Also, and this is an important point, we know little about ter-
rorism insurance penetration for small businesses, even though
they are the most vulnerable to financial shocks. Congress may
want to request a study on small businesses and TRIA.

Before I conclude, let me also say that we must look at how other
countries have approached terrorism insurance, because American
corporations compete with foreign firms. These firms benefit from
these other programs in their own countries. My written testimony
looks at Australia, France, Germany, India, Israel, the U.K., and
Spain. Note that several of these programs are permanent in na-
ture. Those that are temporary have all been renewed in recent
years.

To summarize, TRIA has worked as intended and has sustained
a robust terrorism insurance market, especially for large corpora-
tions across the country. If TRIA is to be modified to increase the
portion of the risk covered by the private sector or for the Govern-
ment to start charging for its backstop, I think there is room to do
so under current market conditions, at least according to our stud-
ies. Of course, open issues remain for small businesses, NBCR,
cyber risk, and the larger role that the reinsurance industry could
play.

In the end, it is how we best use the insurance infrastructure in
partnership with the Government to assure effective and equitable
solutions are in place that will make our economy terror-proof. This
is why, to me, the debate about TRIA is not an insurance issue
only. More fundamentally, it is as much a national security and
economic competitiveness issue, too.
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On behalf of the Wharton School, we look forward to working
closely with you in the coming months on how we do that together.
Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you.

Dr. Hartwig, you may proceed.

STATEMENT OF ROBERT P. HARTWIG, PH.D., CPCU, PRESI-
DENT & ECONOMIST, INSURANCE INFORMATION INSTITUTE

Mr. HARTWIG. Thank you, Mr. Chairman. Thank you, Senator
Johnson, Ranking Member Crapo, and Members of the Committee.
I appreciate the opportunity to have been asked before the Com-
mittee to provide testimony on TRIA and the market for terrorism
insurance in the United States.

The terrorist attacks of September 11, 2001, produced insured
losses larger than any natural or manmade event in history.
Claims paid by insurers to their policyholders eventually totaled
$42 billion in today’s terms. The sheer enormity of that loss, com-
bined with the possibility of future attacks, led insurers to exclude
coverage arising from acts of terrorism from virtually all property
and liability policies in the commercial sector. Only when TRIA
was enacted by TRIA in late 2002 did stability finally return to the
market and coverage for terrorist attacks resumed.

Eleven years later, the war on terror is far from over, as the re-
cent Boston Marathon bombings attest. But TRIA is, by all objec-
tive measures, an unqualified success. The program not only suc-
ceeded in restoring stability to the country’s vital insurance and re-
insurance markets, but it has done so at little or no cost to tax-
payers. The unambiguous success of TRIA demonstrates that the
Act has become an indispensable component of the country’s na-
tional security infrastructure.

In the absence of TRIA, the country is unnecessarily vulnerable
and exposed to economic instability and recession. With TRIA’s ex-
piration now a little more than a year away, it is virtually certain
that terrorism exclusions will soon appear in the market, and it is
estimated that 70 to 80 percent of the commercial property market
will be impacted by these exclusions. In the event TRIA were al-
lowed to expire, higher prices and reduced availability for terrorism
insurance could, within 3 years of expiration, reduce real GDP by
an estimated $69 billion and remove 290,000 jobs from the econ-
omy.

Clearly, retaining TRIA is a vital component of the country’s
comprehensive national security plan. It is both reasonable and it
is prudent. It is also eminently affordable. Indeed, the cost to the
American taxpayer has been effectively zero.

Today, all but the very largest and least likely terrorist attacks
would be financed entirely within the private insurance sector.
Even in the event of a truly catastrophic attack, TRIA provides the
Government with the ability to fully recoup any and all Federal
monies outlaid. As a point of fact, from the date of TRIA’s enact-
ment in November of 2002 through today, a span of nearly 11
years, the Federal Government and, therefore, taxpayers, have
paid nothing, apart from negligible administrative expenses, under
the program.
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The recent Boston Marathon bombings prove to be an illustrative
point. All of the 207 property casualty claims filed in the wake of
that event were handled by private insurers who have made pay-
ments to policyholders totaling approximately $1.2 million. Not one
taxpayer dollar was used to pay any of these claims.

TRIA’s structure actually provides at least eight distinct layers
of taxpayer protection, as displayed schematically in my Exhibit 4,
the Pyramid of Taxpayer Protection.

First is the definition of a terrorist attack itself. It is a very de-
tailed definition and every letter of that definition must be met.

Beyond that, there is a $5 million monetary threshold within the
certification. Unless that $5 million threshold is crossed, there will
be no certification.

Above that, there is a $100 million triggering event. This means
that Federal funds will be paid out only in the event that a ter-
rorist attack produces total insured losses above this threshold.

Then, if we go beyond that, each individual insurer is required
to retain losses equal to 20 percent of the premiums earned in lines
subject to TRIA.

Beyond that, for losses in excess of that 20 percent insurer
threshold, each insurer must retain 15 percent of each dollar be-
yond that.

And then there is an overall industry threshold of $27.5 billion.
Now, for dollars laid out within that $27.5 billion industry thresh-
old, these will—there is a mandatory recoupment mechanism and,
in fact, 133 percent of the amount must be collected. And for any
amounts above the $27.5 billion threshold, it is at the discretion of
the Treasury to collect such funds.

Now, sitting on top of the whole program is a $100 billion hard
cap, meaning that beyond that amount, the Federal Government
has no responsibility for further losses.

I might also add, there has been an ever-narrowing number of
lines covered by TRIA over the years. Back in 2002, approximately
44 percent of the industry’s premiums were in TRIA-covered lines.
Today, it is approximately 35 percent.

The TRIA also has the effect of reducing taxpayer-funded post-
attack disaster aid costs. The fact of the matter is, is if more busi-
nesses are covered by TRIA and more workers are covered by
TRIA, which they will be as long as TRIA is reauthorized, then
that means the demands for post-event disaster aid will be less-
ened.

So, in summary, there is no question that TRIA has brought
much-needed stability and capacity to the market and that it has
done so within a fiscally responsible framework. But it is important
to emphasize that the majority of the coverage and the capacity in
the market today exists only because of TRIA. TRIA’s expiration
would unquestionably lead to a reduction in capacity with adverse
consequences for the broader economy. A larger-scale terrorist at-
tack in the absence of TRIA would effectively take us back to the
chaos of the immediate post-9/11 environment.

Thank you for the opportunity to address the Committee today.
I would be happy to respond to your questions.

Chairman JOHNSON. Thank you very much for your testimony.
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As we begin questions, I will ask the Clerk to put 5 minutes on
the clock for each Member.

Dr. Hartwig, some argue that the private sector has developed
more capacity to handle terrorism insurance coverage. However, I
have seen no research that indicates this unique market can sus-
tain itself without a Government role. Do you believe a Govern-
ment backstop is still needed, similar to what we currently have
in TRIA?

Mr. HARTWIG. There is no question, sir, that a Government back-
stop is needed to maintain the capacity that is in the market today.
As I mentioned at the end of my testimony, as I summarized, all
the numbers that you have heard today from each of the witnesses
with respect to the amount of capacity that exists in the market
exists only because of the existence of the Terrorism Risk Insur-
ance Program itself.

Should that program sunset at the end of 2014, it is absolutely
certainly the case that the amount of capacity both among primary
insurers and reinsurers becomes significantly constricted. There
would still be no interest on the part of capital markets. And, God
forbid we were to have an actual large-scale terrorist attack in the
absence of the program. We would be back to square one, basically
be back at September 12, 2001.

Chairman JOHNSON. Mr. Beshar, what do you think?

Mr. BESHAR. I share Mr. Hartwig’s view, Chairman Johnson,
that the backstop of TRIA is critical to creating the capacity. I am
one of the people who has flagged the fact that the level of capacity
has increased in the reinsurance market, but that is predicated on
the existence of TRIA. And if you take TRIA away, the strong like-
lihood is that those property and casualty writers who have the ca-
pacity would nonetheless pull back from this peril.

Chairman JOHNSON. Dr. Michel-Kerjan, you have said that, in
the past, that a world without TRIA might not necessarily be one
with less risk to the Federal Government and the American tax-
payers. Can you explain why taxpayers may face more risk and
more cost without the program?

Mr. MiCHEL-KERJAN. Sure, Mr. Chairman. Well, I think there
are two elements, as we have discussed before. Right now, with
TRIA, anything that will cost $27.5 billion of injury losses, which
will be, by all account, a massive terrorist attack on U.S. soil, will
be covered by the private sector for recoupment.

Without TRIA, two things will happen. TRIA not only provides
a backstop, but also obliges the insurance companies to actually
offer that coverage to all their clients. They do not have to take it,
but it is a mandatory requirement. Most likely, if you take out that
mandatory requirement, many insurance companies are just going
to stop offering that coverage. Proxies are going to increase, espe-
cially in the high-risk areas, or what are perceived as high-risk
areas—Boston, Washington, New York, Los Angeles, and a few
other cities, obviously. The demand for coverage will decrease and
the proportion of insured losses will be much higher.

If you do not mind looking at page seven of my written testi-
mony, I mention two things here. The number of Presidential Dis-
aster Declarations is skyrocketing in this country over the past ten,
15 years. We are asking the taxpayers to pay more and more



10

money. That is true for natural disasters and that was true, clear-
ly, during the financial crisis.

To give you one example, 88 percent—88 percent—of the cost of
Hurricane Sandy was paid by all of us as American taxpayers. I
think we can do better. So if you look at the natural disaster as
an example, I think, as I mentioned, it would be very hard for any
Congress to deny that relief. As a result, uninsured losses will be
much higher. That is why I say that a world without TRIA will ac-
tually lead to more exposure to the taxpayers, sir.

Chairman JOHNSON. Dr. Hartwig, would you walk us through the
major protections the current program provides taxpayers.

Mr. HARTWIG. Certainly. I referred to an exhibit in my testi-
mony, Exhibit 4, although that may be mislabeled as Exhibit 3 for
the second time, titled “The Pyramid of Taxpayer Protection.” Basi-
cally, I just created this schematic so that it would make it easy
to understand that there are at least eight levels of protection for
the taxpayer.

And as I mentioned, the very definition of a terrorist attack itself
is very detailed and every word of that definition must be met. In
addition, the attack must produce at least $5 million in losses be-
fore it can be certified.

You have a $100 million threshold before any Federal dollars can
be involved whatsoever. Each insurer must then retain 20 percent
of loss based on its premiums written in TRIA-subject lines. That
can be a very, very large amount of money, hundreds of millions
of dollars.

And then, above that, insurers keep skin in the game in every
last claim because they are paying 15 percent on every dollar above
their individual retention. And then, beyond that, the Government
overall, there is a $27.5 billion requirement for the industry overall
retention.

That is a large sum of money. So we are starting to get into the
sorts of events that rival that of 9/11 itself. If you were to rerun
9/11 today, OK, at the time, $32.5 billion insured loss, pretty much
that loss would fall very close to entirely within the private insur-
ance sector itself.

So, for the larger scale losses, the Government has both a man-
datory recoupment obligation for some losses and it has the option
to recoup every other dollar that it lays out for the truly extraor-
dinarily large losses. And, again, beyond the—an event beyond
$100 billion, hard cap, no Government involvement at that point.

Chairman JOHNSON. Senator Crapo.

Senator CRAPO. Thank you, Mr. Chairman.

The current market for terrorism insurance has changed signifi-
cantly since the program’s first creation, and the Marsh report
shows that the take-up rates for terrorism insurance rose from 27
percent in 2003 all the way up to over 60 percent in 2012.

Mr. Beshar, your testimony mentions that your company still be-
lieves that the insurance market could increase private coverage,
thereby reducing taxpayer exposure, and I agree with that assess-
ment. How has the market for terrorism insurance changed and
what new sources of funding are available? How can we bring in
more private capital?
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Mr. BESHAR. Sure, Senator Crapo. I think there are two aspects
of that. There is the traditional insurance and reinsurance market,
and then there is the world of alternative capital.

On the traditional market, by clarifying aspects like NBCR and
perhaps cyber, I think what will happen is, incrementally and
gradually, the private market will be able to expand, and that is
what you have already seen over the past 12 years and I think that
trend will continue.

In the alternative market, which is funds coming in from third-
party investors, from hedge funds, even from some pension plans,
there are some very intriguing new developments around catas-
trophe bonds, for example, where countries are now issuing catas-
trophe bonds to try to protect against specific perils. So the Govern-
ment of Mexico, for example, has issued a catastrophe bond against
earthquake risk. The Government of Turkey has done the same
thing to try to mitigate against earthquake risk. And you could en-
vision over the coming years that as people get more comfortable
with this risk, that there are some alternative capital providers
who may be willing to take it on.

Senator CRAPO. Thank you.

And at the insurance company level, two of the most important
figures in the TRIA program are the company deductible and the
level of coinsurance. The current deductible is set at 20 percent of
its annual direct earned premiums and the level of coinsurance is
15 percent.

Again, Mr. Beshar, you mention potentially increasing the 20
percent level incrementally and possibly bumping up the coinsur-
ance level. Without citing a specific number, is there room to in-
crease both of these levels?

Mr. BESHAR. I think the key question, again, is that capacity has
expanded because of the existence of the backstop. So that is why
we are strongly in favor of the reauthorization of the program and
it is that backstop that is so fundamental. That said, assuming
that the trends that have occurred over the past several years con-
tinue, and there are not large-scale capacities that reduce the ca-
pacity that exists, we do think that there is the ability to expand.

One of the things that the Congress will want to be mindful of
is that there are smaller insurers and mutual insurers that are sit-
uated differently than the larger insurers, and you want to be sen-
sitive and able to keep them in the marketplace.

Senator CRAPO. Thank you. And, Mr. Kerjan, this question re-
lates to prefunding of the insurance. The United States is not the
only country that has developed a public-private partnership to
deal with the risk of losses associated with terrorism, and many of
these programs require insurers to pay up front for the reinsur-
ance. You, for one, have looked into whether insurers take on
greater terrorism risk than they otherwise would because they col-
lect all of the premiums under TRIA but are only responsible for
a part of the losses. What impacts would we see if we were to move
to a system that involves some kind of a level of prefunding?

Mr. MicHEL-KERJAN. Thank you, Senator Crapo. There are two
ways to answer the question. The first one is, if we want more ca-
pacity to be provided to the market, the current system has worked
pretty well. If we start charging for that Federal backstop, then we
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cannot have that ex post recoupment; the Federal Government is
basically covering some of the losses, in return for collecting pre-
miums over time. That is the way the German system, the French
system, the Spanish system, and others work.

In the British case, the British Government offers an open line
of credit to the Pool Re, which pays for it. If there is another ter-
rorist attack in the U.K., the first five billion pounds will be cov-
ered by the private sector through Pool Re, but above that five bil-
lion, the British Government is going to open that unlimited line
of credit. And the British Government currently receives 10 percent
of the premium to provide that line of credit.

So, at the end of the day, it is a matter of what we want to do.
Do we want ex ante financing or ex post financing, and if so, how
much do we want the Federal Government to charge for that cov-
erage and what would be a fair premium?

Senator CRAPO. Thank you.

Chairman JOHNSON. Senator Menendez.

Senator MENENDEZ. Thank you, Mr. Chairman.

I vgould ask that a statement that I have be included in the
record.

Chairman JOHNSON. Without objection.

Chairman JOHNSON. Thank you, Mr. Chairman.

And I want to thank the witnesses. This is something that I have
been a strong advocate of, because, really, after September 11, we
had a disruption in the marketplace, one that was not taken care
of by the private marketplace, and, basically, TRIA created market
functionality again. And while we would love to see the private sec-
tor market fully take care of this, I do not think that, personally,
from my perspective, that is still not possible in the world in which
we live in.

So I want to ask two specific lines of questioning. One is, ter-
rorism is different from other risks in that it involves intentional
human actions that target population centers, infrastructure, eco-
nomic assets, and it is also harder to predict, in part not only be-
cause of the reality that we do not know when individuals will nec-
essarily pursue those intentions, but even to the extent that we are
preparing for it, for the possibilities, there is an understandable in-
terest in keeping information about risks and vulnerabilities con-
fidential in order to reduce the chances of an attack and the poten-
tial to inflict damage.

So, my question for our witnesses is, how do the differences be-
tween terrorism and other risks affect private market capacity to
insure against terrorism risk, and to the extent that these dif-
ferences translate to higher costs or reduced availability of insur-
ance against terrorism risk, what are some of the broader con-
sequences for our economy and our society? I welcome anyone’s an-
swers. We can go down the line.

Mr. HARTWIG. I think we might all comment.

Senator MENENDEZ. All right. So, go down the line.

Mr. BESHAR. Senator Menendez, I will start, perhaps focusing on
workers’ compensation cover, what would be the potential impact.
It is an unusual line of cover in that employers like Marsh and
McLennan are required to obtain the cover to protect their employ-
ees and carriers are required to provide the coverage without re-
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gard to what the cause of the loss is, whether it is an act of war,
an act of terror, arson, whatever is the risk.

And what we are seeing potentially in the marketplace is that
workers’ compensation carriers are beginning to pull back, those
who provide coverage to large amounts of individuals concentrated
in areas in New Jersey, in the metropolitan New York area, Chi-
cago, L.A., Washington. And so the TRIA backstop is critical to in-
ducing those workers’ compensation carriers to, in fact, provide
that cover. And if it is not there, if it becomes much more expen-
sive to get workers’ compensation coverage, we are concerned that
that has a negative drag on economic growth and job creation.

Mr. HARTWIG. If I could add on to what Mr. Beshar said, work-
ers’ comp is really just sort of the beginning of the issue here.
When it comes to terrorism risk, insurers face a unique form of ag-
gregation problem here. Typically, when we think about a large-
scale natural disaster like a hurricane, for example, you are talking
about mainly your damage associated with wind. It is a property
type of damage, business interruption loss. But you do not have
large-scale loss of life such as you had in 9/11.

So, with respect to terrorism, particularly in the absence of a
Terrorism Risk Insurance Program, you have insurers modeling in
a way that they do not normally have to model for a major cata-
strophic loss. They are looking not only at the possibility of extraor-
dinarily large property damage and business interruption losses,
but they are looking at potentially multi-billion-dollar losses with
respect to workers’ compensation. So you have got this layer—it is
basically many more layers than you would have for more tradi-
tional losses.

That makes the modeling much more difficult, and what it also
does is, in effect, requires an insurer to take, say, a map of the
areas in which it operates, ascertain literally how many dollars it
has in risk, not just in terms of insured structures but insured lives
with respect to workers’ comp exposure and other types of cov-
erage, and it cannot exceed a certain amount in each one of those
areas. So it makes it much more difficult to model and makes the
fV‘Vholle insurance program that it must orchestrate much more dif-
icult.

Senator MENENDEZ. Well, let me go through another line, if I
may, and I am happy to entertain your answer, as well, but I just
want to, in the time that I have left.

Mr. Beshar, in your 2013 Terrorism Risk Insurance Report, you
predict that without a Federal backstop, the cost of terrorism in-
surance would rise for areas with concentrations of people or eco-
nomic assets, infrastructure such as transportation, pipelines, and
other elements. I think of my region that Senator Schumer and I
share, just as one example. In a two-mile stretch, just a simple
two-mile stretch of my State, we have the largest container port on
the East Coast, the megaport of the East Coast; we have one of the
largest and busiest airports in the country at Newark Inter-
national; we have rail lines, Amtrak, New Jersey Transit, and oth-
ers, and PATH, that carry hundreds of thousands of people back
and forth each day to work; and critical industrial infrastructure
and the most dangerous two miles in America because of the
Chemical Coastline.



14

So, while that is a regional reality, the consequences, though, of
such an attack are broader to the national economy, would not that
be a fair comment?

Mr. HARTWIG. Absolutely, Senator Menendez.

Senator MENENDEZ. Yes. OK.

Mr. MicHEL-KERJAN. Let me just add, I think that the discussion
has been mainly about insurance. Ultimately terrorism is a na-
tional security issue, and as any government around the world, the
question is, how do we create a mechanism that will help the coun-
try bounce back after a disaster? And insurance is one way to do
it, an effective way to do it.

So let us not see terrorism as something that insurance compa-
nies have to cover. They do not have to cover it. We made that a
mandatory offer. We, the country. That has been a national deci-
sion. I think that is the most effective way to actually cover the
risk and all the claims. We have other programs in this country
that do not necessarily rely on the private insurance sector which
I think we should learn from, some failures, as well, so——

Senator MENENDEZ. Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Reed.

Senator REED. Well, thank you very much, Mr. Chairman, and
let me echo the comments of the Professor.

Risk insurance is a national security issue as well as a banking
issue, and I have the privilege of serving on the Armed Services
Committee as well as this Committee and we have seen that there
are still significant threats. In fact, tragically this week in Kenya,
it was a commercial property that was attacked, and not only was
there great loss of life, but destruction of the property.

So the issue, as it was after 9/11, remains today. How do we
maintain a viable commercial real estate sector in our economy
given this persistent threat of terrorism and given the role of the
Federal Government in preempting it, preventing it, and if it hap-
pens, to be able to help absorb the risk? So I think it is absolutely
essential that we have to extend the reinsurance program going
forward.

We have to keep markets open. We have to also, I think, keep,
in fact, to continue our growth, to remove impediments to potential
investment, particularly in large commercial projects. Without Ter-
rorism Risk Insurance, there is an impediment. There is a certain
calculated cost that the developer has to bear if it is not there. And
I think the way it is designed, with the first losses going to the pri-
vate sector and only in extreme cases the Federal sector stepping
up or the national sector, makes some sense.

But let me just begin with a question and ask all of you, begin-
ning with Mr. Beshar, there is a presumption here if we take away
this legislation, the private capital markets have a viable alter-
native to TRIA. Is that the case, in your view, Mr. Beshar?

Mr. BESHAR. We do not believe so, Senator Reed. We think it is
that backstop that has created the market and created the capac-
ity. And so if you take that backstop away, we think the market
capacity will shrink quite significantly.

And to your point about kind of where the potential targets are,
one of the things that was most striking to us about the Marsh re-
port was that the take-up rates are really across the country and
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across industry, including Rhode Island, that there is a perception
that if you are hosting a sporting event, for example, you know, the
NFL and the NBA, the NHL, everybody recognizes that there is a
risk that is not concentrated just in the large urban areas of the
United States.

Senator REED. That is a very good point.

Professor, your comments.

Mr. MicHEL-KERJAN. No, I think I would agree with Mr. Beshar.
I think we have reached a point where almost everybody agreed
that it has been a great program. I think that our discussion today
has been more about how we transform that program incremen-
tally, so that we increase the market’s capacity to absorb more risk.

Let me also say that a lot of the discussion has been about where
the market is today, where it could be in the next few years. All
of that is important, but I think the big question is what will hap-
pen to the market in the aftermath of a terrorist attack, a large
terrorist attack, whether it is outside the U.S., as we have seen in
2005 in London, or elsewhere. I think having that Federal backstop
reassures the insurance industry that, for catastrophic risk, none
of them will go under, and I think that is a very important state-
ment to make and an important aspect to keep in mind.

We know from natural disasters that the market tends to be
highly volatile after a big natural disaster. I believe with that Fed-
eral backstop, actually, that market will remain pretty stable after
?n attack, which I think is a win-win situation we are all looking
or.

Senator REED. Thank you.

Mr. Hartwig, you have a comment.

Mr. HARTWIG. Thank you. And just quickly, and to echo what
some of my fellow witnesses have said, absolutely. There is no
question that is what has happened in the 11 years since TRIA has
been in place. And while this was not by the original design, we
have found that TRIA is an essential part of this country’s national
security plan, and I think I have heard you mention that, sir. And
so in the absence of TRIA, we wind up creating a gaping hole in
that plan.

And as we just heard Professor Michel-Kerjan say, that if we
wind up in a situation where TRIA has expired and we have a
large-scale terrorist attack or even something along the lines of
what we saw in Nairobi, Kenya, which could be easily copycatted
here in the United States, perhaps not just at one location but in
several locations simultaneously, you wind up, I think, with a
large-scale loss of confidence in the market.

Now, when we look at every other segment of the financial serv-
ices industry, there are contingency plans for dealing with catas-
trophes of every sort. When it comes to a terrorism loss, this is part
of our national security plan. It is part of what is absolutely inte-
gral to businesses all across the country today, and not just Rhode
Island, but from coast to coast.

Senator REED. Well, thank you very much.

Just a final thought, and that is as we go forward, there is an-
other dimension to terror attacks that really was not so obvious in
9/11, and that is cyber security. I do not know, and I think we have
to think carefully about how we would incorporate or would we in-
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corporate aspects of that in any type of legislation, but that is just
food for additional thought.

Thank you, Mr. Chairman.

Chairman JOHNSON. Senator Tester.

Senator TESTER. Thank you, Mr. Chairman and Ranking Mem-
ber Crapo.

I want to start with a question that Senator Crapo talked about
and that is potentially raising the deductible, and I am sure there
probably will be some proposals to do exactly that. Could all of you
or at least a couple of you talk about the impact of raising the de-
ductible on some of the small or mid-sized and even some of the
large insurance companies who are currently underwriting ter-
rorism insurance? You can go ahead.

Mr. BESHAR. Bob, do you want to start?

Mr. HARTWIG. Sure. I will start, and I think it is appropriate,
Senator, to sort of divide the discussion up between some of the
larger companies and some of the smaller companies.

Senator TESTER. Yes.

Mr. HARTWIG. Just in practice, the way that an insurance com-
pany operates is that we are a very conservative industry. We do
not operate on the edge. We do not operate to the very last dime
of capital in our books. That is why this industry is absolutely rock
solid after a decade of record catastrophe losses, and, quite frankly,
we have every intention of staying that way and TRIA is absolutely
essential to that.

So, I know that there will be a discussion about raising reten-
tions and deductibles and so forth, but raising deductibles and re-
tentions in and of themselves does not create capacity, OK. What
creates capacity, as insurers learn more about this market or exter-
nal events influence the relative riskiness of operating this space
at any level of dollars at risk.

So, to the extent that we do not have a major terrorist attack,
that helps to increase confidence. To the extent that there are ad-
vances in modeling terrorism risk, that helps reduce uncertainty
and create confidence.

Has there been some growth——

Senator TESTER. I have got you. I want to know what the im-
pacts on small and mid-sized companies are if we increase the de-
ductible.

Mr. HARTWIG. On small—are you referring to

Senator TESTER. Small, mid-sized, and large reinsurers. I want
to know what the impact is going to be on them, positive, nega-
tive—I understand about growth and increasing capacity.

Mr. HARTWIG. Right.

Senator TESTER. But that is not my question.

Mr. HARTWIG. Right. With respect to smaller insurers, it would
likely be a negative

Senator TESTER. OK.

Mr. HARTWIG.——because they are not——

Senator TESTER. How about mid-sized folks?

Mr. HARTWIG. They may have a little more room, but in the
United States, when we are talking about mid-size companies, we
are talking about regional, super-regional companies

Senator TESTER. Right.
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Mr. HARTWIG. I think it is still an issue. Larger companies have
a little bit more opportunity there. On the reinsurance side, it is
a little less clear.

Senator TESTER. Thank you very much.

So, if we did that, and I do not want to put words in your mouth,
it would potentially reduce competition in that marketplace, if the
small companies were to go by the wayside?

Mr. HARTWIG. I do not think that you wind up increasing com-
petition, let me put it that way.

Senator TESTER. OK. All right. Sounds good.

I was curious to know—and this is for Mr. Beshar—can you
speak specifically about the role TRIA would play in rural areas,
where we do not have the big stadiums, you do not have the big
casinos, kind of what do we need to be looking out for in rural
America and how TRIA would impact them.

Mr. BESHAR. Absolutely, Senator. So, again, in terms of what we
took away from the report, we were struck at how broad-scale the
take-up rates are across the regions and across the industries.

Senator TESTER. Yes.

Mr. BESHAR. To be sure, we were polling our clients. Our clients
tend to be larger companies and mid-size companies, as the Pro-
fessor identified. And so part of the objective is not just to be pro-
tective of smaller companies, for example, to create more capacity.
Pricing comes down as there is more capacity, and then smaller
companies, like those, perhaps, that were impacted by the bombing
in Boston, are able to get access to cover. And similarly, I think,
smaller rural areas would then follow along with that, where cov-
erage becomes more viable and more relevant to them.

Senator TESTER. OK. I think in your testimony, Dr. Michel-
Kerjan, you talked about a lack of knowledge about—and I do not
want to put words in your mouth—about the penetration in small
businesses. Is there anything that we can do about that to find
out—

Mr. MICHEL-KERJAN. Sure, and I think that is an important
question. We know a lot about large corporations, thanks to Marsh
and McLennan and AON, to some extent, but that is about it. We
know almost nothing on small businesses.

Mr. BESHAR. Really, just Marsh and McLennan there. Yes.

[Laughter.]

Mr. MICHEL-KERJAN. That is about it. Let us be serious. We do
not know much about other markets. So, yes, I mean, we could
think about the GAO being asked by Congress to actually do a
market study on small businesses across the country. There could
be surveys realized. Today, beyond that, we know almost nothing.
We hear that some small businesses buy it. Other businesses actu-
ally get it for free.

Senator TESTER. Yes.

Mr. MiCHEL-KERJAN. We do not know anything.

Senator TESTER. OK. My last question is for Dr. Hartwig. Mr.
Beshar brought up the fact that cyber should be a part of TRIA.
I looked at the definition. It looks to be able to encompass that. I
wanted to know your opinion.

Mr. HARTWIG. Yes. I would concur, and that under most in-
stances of a cyber attack, that would perhaps, for instance, cause
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an explosion at a power plant or some such thing, that type of loss
would be covered so long as it met the definition of a terrorist at-
tack. So, in most cases, yes.

Senator TESTER. OK. Thank you all very much for your testi-
mony. Thank you for your time.

Chairman JOHNSON. Senator Manchin.

Senator MANCHIN. Thank you very much.

I just have a couple questions. Unlike other instances of Govern-
ment-offered insurance, I have been told that TRIA has cost tax-
payers next to nothing as far as since the Treasury covers 133 per-
cent of its payments from insurers in the years following initial
loss. On the other hand, TRIA has helped commercial real estate
developers to receive financing for construction projects. I also un-
derstand that has helped them immensely.

And my question would be, would TRIA cost taxpayers money in
the future by your predictions, and what would happen to small
community-based developers if TRIA was no longer available? I
know you have touched on different things of it, but this is a pretty
important aspect for the economy, right?

Mr. HARTWIG. Right, and we may all have some comments on
this, but certainly, there is no question that in the absence of
TRIA, it would cost the economy——

Senator MANCHIN. There is nothing else on the marketplace.

Mr. HARTWIG. For terror coverage, no, other than internalizing
the loss and assuming the loss on your own. No. There is nothing
else out there.

Senator MANCHIN. There are no insurance companies that—if
this goes away, there are no insurance companies or the insurance
industry willing to step to the plate.

Mr. HARTWIG. There would be a reduced amount of capacity, a
drastically reduced amount of capacity in the marketplace.

Senator MANCHIN. Doctor?

Mr. MiCHEL-KERJAN. No, I think there will still be some cov-
erage. The question is, at what price?

Senator MANCHIN. We are going to have, and I think that both
the Chairman and Ranking Member will say on the floor, with our
full membership, some people will say, why should Government be
involved? Does Government even need to be involved? And that is
what we always—there is a place for Government, especially when
it can shore up a market and improve the economy, the economic
situation, without costing the taxpayers, and this is one, it seems
to me, makes sense. But if I am missing something, please tell me.

Mr. BESHAR. Senator Manchin, we agree powerfully with what
you have said, that this has been a model program and that when
Congress has reauthorized it in 2005 and 2007, they have made it
better. They have modernized it. The recoupment——

Senator MANCHIN. Not been a burden on the taxpayers in any
way, shape, or form that you can see?

Mr. BESHAR. That is correct.

Senator MANCHIN. We have not found any of that. If that is the
case, if there is a profit to be made, why would the private sector
not—I am being the devil’s advocate—why would you not let the
private sector take it over? Why would the Government have to be
involved, if it has been such a good program?
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Mr. MicHEL-KERJAN. Well, let me say that right now, it is not
just a Federal program. The first $27 billion would be paid by the
private sector, and that is important to keep in mind. And for any
event to cause $27 billion of injury losses will have to be a massive
terrorist attack. So, it is not just a free fare program starting at
zero dollars. That kicks in at $27 billion, which is very significant.

Senator MANCHIN. OK.

Mr. HARTWIG. And if I might add to that, in the absence of TRIA
and we have a large-scale terrorist attack, the Government is going
to be called to act. There are going to be

Senator MANCHIN. Whether there is insurance or not——

Mr. HARTWIG. Right. Exactly.

Senator MANCHIN.——the Government is going to step to the
plate.

Mr. HARTWIG. In the absence of insurance, I can guarantee you
the Governors from the affected States will be here and will be ask-
ing for very, very large sums of money from the Federal Govern-
ment.

Senator MANCHIN. So, any naysayers against this program——

Mr. HARTWIG. Right.

Senator MANCHIN.——we are basically, you are going to pay me
now or pay me later.

Mr. HARTWIG. That is exactly the point, Senator, that one way
or another, you could work with the private sector, who will inter-
nalize most of these losses under the vast majority of scenarios, in-
cluding the very large events that are nearly $30 billion, or nearly
the entire burden could be placed on the Federal Government after
the fact, and the Federal Government has, I might also add, has
no means for effectively managing these types of claims. These
claims will be managed in the private sector in an efficient man-
ner

Senator MANCHIN. Let me just say this

Mr. HARTWIG.——not only financed, but managed.

Senator MANCHIN. They give us a little bit of time here, so I have
got to be quick.

The thing that would be—if we have a massive hit and a massive
loss, under TRIA, still, the Government will be paid back eventu-
ally, correct?

Mr. HARTWIG. Paid back and then some.

Senator MANCHIN. A hundred-and-thirty-three. Right. If it goes
away and the market does not pick it up and we have a massive
hit, then it is basically out of the taxpayers’ pocket and no reim-
bursement whatsoever.

Mr. HARTWIG. Correct.

Senator MANCHIN. OK. Next of all, how long should this reau-
thorization be and should we include the Secretary of Homeland
Security in the terrorism certification process? Should they be in-
volved in that? And how long should this one be that we are work-
ing on right now?

Mr. BESHAR. Personally, I think it is a very sound idea to have
the Secretary of Homeland Security as a participant, together with
the Secretary of the Treasury, the Secretary of State, and the At-
torney General. Our view is that Congress has improved this pro-
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gram over time, and so you are trying to strike that balance be-
tween consistency and——

Senator MANCHIN. It has changed every time we have done it,
SO——

Mr. BESHAR.——so0 we advocate

Senator MANCHIN.——we have not found the sweet spot yet.

Mr. BESHAR. Indeed. We advocate a 10-year reauthorization.

Senator MANCHIN. Ten year?

Mr. BESHAR. Yes.

Senator MANCHIN. Do all of you agree?

Mr. HARTWIG. Certainly, a long-term renewal is what——

Senator MANCHIN. Well, that does not work well here. Give us
a number, because——

[Laughter.]

erd HArTWIG. Can I start with permanent? Is that—permanent
wou

Senator MANCHIN. Permanent is probably a more appropriate
way to go, then you go down to a 10-year minimum?

Mr. HARTWIG. Right.

Senator MANCHIN. Is that where you would be? You all think 10
years should be the minimum we consider, right, so we do not

[Witnesses nodding heads.]

Senator MANCHIN. OK. Thank you. It is very interesting.

Chairman JOHNSON. Senator Schumer.

Senator SCHUMER. Thank you. Thank you, Mr. Chairman, Rank-
ing Member, witnesses, for holding this hearing. It is very impor-
tant, obviously, to the country and particularly to New York and
very important to me, so I appreciate doing this way in advance,
because we have got to make progress on this issue, even though
the program does not expire until the end of 2014.

As we all know, policies get written much more quickly than
that, and if we wait until the last minute, there will be billions of
dollars of real estate that does not go in the ground because people
are uncertain whether they can get terrorism insurance or they are
uncertain whether they can get a mortgage, so they are uncertain
whether to plan a building, et cetera.

So, the sooner we do this, the better, and we are reminded by
events near and far—the Boston Marathon bombings, brutal at-
tacks at the Westgate Mall in Nairobi—the threat of terrorism is
ever with us. The idea that, well, 5 years after 9/11, we could forget
about terrorism, everyone knows that is not true. Well, it goes
hand-in-hand. We cannot forget about terrorism insurance, either,
because the specter of terrorism can hurt economic growth and eco-
nomic growth is what we want.

We know, for instance, the Kenyan mall massacre reminds us
that Government buildings and skyscrapers in Manhattan or Los
Angeles or Chicago are not the only potential targets. There are
shopping malls and sports stadiums and factories and airports all
over the country, all of which can be impacted if terrorism insur-
ance is not available.

So, as a New Yorker, the rebuilding of downtown in the years fol-
lowing 9/11 has been nothing short of a miracle. It is a more vi-
brant neighborhood now than it was before 9/11, and in part, that
is because of the TRIA program. And all those jobs that were cre-
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ated, homes that were created, wealth that was created, in part, is
because of TRIA. So, I hope we will work with you, Mr. Chairman,
and Ranking Member Crapo to extend the program as quickly as
we can.

So, here are my questions. First, Mr. Beshar, in your testimony
and in Marsh’s report, you indicate that the average take-up rate
for terrorism insurance is at least 53 percent in every region of the
country, and, of course, much higher in certain regions. Take-up
rates for several major industries—media, telecom, education,
transportation—range from 66 percent to over 80 percent. How
does that compare to most other types of insurance and what does
this tell you?

Mr. BESHAR. I think we have been surprised, Senator Schumer,
at how strong the interest in this cover has been. We assumed, per-
haps like you, that it would be much more concentrated in the
Northeast, but in fact, the rates in the West, as Senator Heller
mentioned previously, have been very strong. Take-up rates for in-
stitutions like nonprofits and educational foundations have been
much stronger than we would have anticipated. So, really, across
the board, there is profound interest in this cover.

You mentioned real estate developers. Many mortgage—many
lenders require as part of providing a mortgage that there is ter-
rorism cover that the developer has obtained, and if TRIA is not
available, the pricing for that cover, if it is available, will go up sig-
nificantly.

Senator SCHUMER. Thank you.

OK. You are all insurance and risk management experts to one
degree or another, and if you had been asked last week to evaluate
the risk of an attack on the Westgate Mall in Nairobi, would you
have been able to evaluate it? And a related question. Is not one
of the difficulties in making such determinations that the necessary
information is difficult, in some cases impossible, for the private
sector to obtain because it is classified national security informa-
tion that we would not want out there for the world to see? Who-
ever would like to take it. Dr. Hartwig.

Mr. HARTWIG. Yes, sir. As a fellow New Yorker, I share with you
the sentiments about the city. Every day on my way to work, I go
past the Ground Zero site and I am reminded every day about the
benefits of TRIA, believe me, in a very firsthand way, as Mr.
Beshar’s company is, as well.

But to answer your question directly, the likelihood of something
like in the Westgate Mall in Nairobi, Kenya, happening here, 10
years ago, basically, I said it was a matter of when, not if, it would
happen. Thank God, it has not happened, something of that mag-
nitude. But we have had the Boston Marathon attack this year.

It is also incorrect to say that the Boston Marathon is the only
event, in some sense, that has occurred. We have been very lucky
with interdiction, thank goodness, to the resources at the Federal
level and at the State and in the city of New York itself. But there
have been several plots. The only reason they did not actually hap-
pen was because of the ineptitude of the attacker himself, individ-
uals such as the Underwear Bomber, for example, the Shoe Bomb-
er, or an individual trying to blow up a bomb in Times Square.
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So, the reality is that I still think it is a matter of when, not if,
for a Westgate Mall-type incident here in the United States, and
absolutely, it is very, very difficult to obtain information, certainly
if you are an insurer, and it is even difficult for the country’s na-
tional security agencies to obtain this information. It is far more
difficult for insurers to obtain this sort of information, which is in-
herently why it is difficult to model these sorts of events.

Senator SCHUMER. Right. OK.

Let me ask one final question, and this, again, can go to any of
the witnesses who wishes, and it is my last one, with your permis-
sion, Mr. Chair. With many types of insurance, there are things the
insured can do to reduce the risk of loss. Flood insurance, raise the
level of your house or build a dune or a structure in front of your
house. In the case of terrorism, what can commercial real estate
developers or owners of malls or sports stadiums do to mitigate the
potential risk of terrorist attack, and is it not one of the challenges
here that terrorists will actively seek to overcome whatever de-
fenses that you have planned? Do you want to take that, Dr.
Kerjan?

Mr. MiCcHEL-KERJAN. Let me take it. You summarized this very
well, what we are facing here. Whether it is flood or earthquake,
we know what the engineering solution should be. Many people do
not do it, but that is another issue.

With terrorism, well, to take 9/11, it would have been very hard
for any commercial entities in the World Trade Center Towers to
do anything to prevent a commercial aircraft crash against the
building.

So, to your question, I think the answer is near to zero in terms
of what can we do to prevent these attacks as a commercial entity.
You can have more cameras. You can have more physical protec-
tion, and in New York afterwards, you see that happening. That is
part of a broader national security response to the threat of ter-
rorism. But I think there are only a few things that a commercial
entity can do, and if you move from New York to other parts of the
country, and maybe at the lower level of revenue, many of these
companies do not have the means to actually invest in protective
measures, and even if they do, well-organized, informed terrorist
organizations will just select the other target which is less pro-
tected. So it is a dynamic uncertainty, and I think that is very pe-
culiar to terrorism threats.

Senator SCHUMER. Thank you, Mr. Chairman.

Chairman JOHNSON. Thank you, again, for all of our witnesses
for being here with us today.

I look forward to working with all of my colleagues on the Com-
mittee to move a bill to extend the Terrorism Risk Insurance Act
as soon as we can.

This hearing is adjourned.

[Whereupon, at 11:12 a.m., the hearing was adjourned.]

[Prepared statements, responses to written questions, and addi-
tional material supplied for the record follow:]
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PREPARED STATEMENT OF SENATOR TIM JOHNSON

Good morning, I call this hearing to order.

Two weeks ago, we observed the 12th anniversary of the tragic September 11th
terrorist attacks on our country. In the aftermath of the tragedy and after suffering
steep losses, insurance companies stopped offering terrorism coverage as part of
their commercial property policies. This had a destabilizing impact on various parts
of our economy.

Congress responded by creating the Terrorism Risk Insurance Program to provide
a narrow and targeted Government backstop for this insurance coverage. The pro-
gram proved helpful, creating certainty for many businesses, including developers,
construction companies, commercial lenders, as well as private insurance markets.

The program has since been reauthorized by Congress twice. The last time, Con-
gress made very few changes and extended the program for 7 years. It is my hope
that once again we will be able to find bipartisan consensus for the reauthorization
of TRIA well before the program expires at the end of 2014.

While a few may seek dramatic changes or even try to eliminate the program, we
should remember that taxpayers have not lost any money on the program. The pro-
gram’s unique structure has fully protected taxpayers while promoting economic
growth by preventing interruptions in insurance coverage and providing certainty
for commercial property developers working on stadiums, universities, malls and
other projects across the country.

Today, we review the state of the terrorism risk insurance market, and I look for-
ward to hearing from our witnesses about how the current program has functioned
and the ongoing need for the same limited Government backstop we already have
in TRIA.

With that, I turn to Ranking Member Crapo for his opening statement.

PREPARED STATEMENT OF SENATOR ROBERT MENENDEZ

Thank you, Mr. Chairman, for holding this hearing today on the critical issue of
terrorism risk insurance. Although TRIA does not expire until next year, it is impor-
tant for this Committee to start working on reauthorization now, to give greater cer-
tainty to the market as insurance policies start coming up for renewal.

Congress first enacted the Terrorism Risk Insurance Act in 2002, when, after the
terrorist attacks of September 11, 2001, we saw a total breakdown in the market
for insurance against terrorism risk. Many insurers stopped offering coverage en-
tirely or made it available only at very high costs. Businesses, as a result, faced the
prospect of dramatically higher costs or an inability to get financing to invest, create
jobs, and build new facilities. Congress responded by enacting TRIA, which provides
a limited Federal reinsurance backstop that restored market functionality, and since
then we have twice extended the program.

In my State of New Jersey, we are acutely aware of the challenges that TRIA ad-
dresses. The very things that make us strong economically and enrich our lives cul-
turally also make us most vulnerable. In just a two-mile stretch of my State, we
have the largest container port on the East Coast, one of the busiest airports in the
country, rail lines that carry hundreds of thousands of people back and forth to
work every day, and critical industrial infrastructure. Not to mention high popu-
lation density, important cultural centers and landmarks, and major highways.

New Jersey is an example, but the problem is national, and affects economic and
cultural centers and infrastructure in every State. So I am pleased that the Com-
mittee is starting the work of reauthorization and I look forward to hearing from
our witnesses today.

PREPARED STATEMENT OF SENATOR MARK R. WARNER

The Terrorism Risk Insurance Act expires at the end of 2014. As someone who
is passionate about infrastructure investment and rebuilding our economy, I care
deeply about the reauthorization of this program.

Some of our colleagues in the House would like to let TRIA expire. They view the
program as an “inappropriate” Government subsidy. Never mind the facts, which
are that not one dime of taxpayer money has been lost through this program since
its inception.

Next, they assert that the insurance industry can adequately cover losses from
terrorism. This ignores a stark reality demonstrated by the insurance industry in
the aftermath of 9/11, which immediately refused to write new policies covering ter-
rorist acts. Such a situation is not surprising—unlike for natural disasters, where
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the industry is aided by meteorological data and historical analysis, it is impossible
to predict terrorism. Insurance companies certainly do not have access to informa-
tion our intelligence agencies possess.

Some critics see TRIA as a subsidy for New York City. Unfortunately, as the
events of last April’s Boston marathon tragically demonstrated, terrorism can strike
anywhere in our Nation. An expiration of TRIA will leave landmarks in every State
of the country vulnerable. Each senator represents major commercial real estate de-
velopments, sports arenas, entertainment plazas, and college campuses that are po-
tential targets. It would be a disaster to leave our States’ facilities without coverage.

Without reauthorization the country risks a freeze in commercial real estate de-
velopment, as insurers will be unable to appropriately price risk and may thus exit
the market. It will also impede our Nation’s nascent economic recovery by creating
uncertainty.

Commercial leases and construction projects depend on having appropriate insur-
ance coverage. To avoid additional uncertainty, I believe we should reauthorize
TRIA on a long-term basis.

I thank Chairman Johnson and Ranking Member Crapo for holding this critical
hearilng, and I look forward to working with them both to move legislation expedi-
tiously.
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introduction

Good morning Chairman johnson, Ranking Member Crapo, and members of the
Committee. My name is Peter Beshar, and | serve as Executive Vice President and General Counsel
of Marsh & McLennan Companies. | would like to thank yous for the cpportunity to share our
perspective on the Terrorism Risk insurance Act.

Terrorism is a deeply personal topic for Marsh & McLennan Companies. In the September
2001 attack on the World Trade Centers in New York, our Company lost 295 employees and scores
of other business associates. Indeed, together with the NYC Port Authority and Cantor Fitzgerald,
we lost more employees than any other institution in New York.

Our Company also has a unique perspective on the terrorism insurance market.
Through our market-leading brands — Marsh, Guy Carpenter, Mercer, and Cliver Wyman — our
54,000 colleagues in more than 100 countries advise clients on the key issues of risk, strategy,
and human capital. While Marsh & Mclennan Companies is not an insurer, the Company, through
Marsh and Guy Carpenter, supplies analytics and provides intermediary services to all the parties
involved in the placement of terrorism coverage, from the buyers and sellers of terrorism insurance
to the key reinsurers in the market.

We consider TRIA to be a model of a public-private partnership. TRIA restored insurance
capacity at a critical time after 9-11 and has been important in fostering a well-functioning
terrorism insurance market since that time. in 2005 and again in 2007, Congress adopted sensible
reforms that appropriately expanded the role of the private insurance market and reduced the
exposure of the federal government. Thankfully, thus far, the federal government has not made
any payments under TRIA. The only federal appropriations associated with the program have been
for its administration.

We strongly endorse the reauthorization and modernization of the TRIA pregram.
There are four core points that I would fike to make:

First, | will summarize key highlights from Marsh's “2013 Terrorism Risk insurance Report,”
which was released in Aprif on Capitol Hill (Appendix A). it will help you gain a sense of the
current state of the US market for terrorism insurance coverage, including pricing, availability,
and the private sector’s capacity to offer coverage absent a federal backstop.

Second, | wili describe the current levels of surplus capital in the reinsurance market to
help you assess the areas (1) where the private market can play a greater role and (2) where TRIA
remains a critical necessity.
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Third, | present Marsh & McLennan Companies’ recommendations for reform related to
nuclear, biological, chemical and radiological (NBCR) attacks, cyber terrorism, and the TRIA
certification process. ‘

Fourth and finally, | frame the debate over additional reforms that third-party groups have
suggested and identify two important risks that may occur if TRIA is not renewed.

1. Highiights of the Marsh Terrorism Risk insurance Report

The Company’s April 2013 report, the only survey of its kind, sampted nearly 2,600 Marsh
clients across the US. The report examined purchasing patterns for 17 industry sectors by region
and examined take up and premium rates. it confirms that TRIA's “make available” provision has
helped foster a robust private terrorism insurance market. The top-line findings from Marsh's
reportinclude:

Take Up Rates by Region

- The take up rate for terrorism insurance is over 55% in every region of the country. Inthe
South. Inthe Midwest, indeed, take up rates have grown consistently in the West. Thus, thisis not
simply a Northeast phenomenon.

Figure 1: Region Take Up Rates
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Take Up Rates by Industry Sector

. Both private and public institutions are active buyers of terrorism coverage. Media
companies, real estate firms, and education institutions all have take up rates over 75%.
Interestingly, public entities and non-profits are increasingly turning to terrorism insurance.

. Larger companies are mare likely to purchase property terrorism insurance and receive
lower rates on line as a percentage of averall property premiums.

Figure 2: Industry Take Up Rates
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Qther Findings

. Among US captive insurers managed by Marsh, 25% underwrite at least one TRIA-specific
program. Additionally, hundreds of owners of captives provide some element of terrorism coverage.

. TRIA's expiration or substantial modification in the future will almost certainly affect

existing TRIA coverage, standalone terrorism pricing, and TRIA captive programs. In particufar,
terrorism insurance capacity may be difficult to acquire for insureds with significant exposuresina
central business district of a major city. in addition, the absence of, or a serious modification to TRIA,
could severely impact the workers’ compensation market.

2. The Current Capital Position of the Reinsurance industry

Guy Carpenter, our leading reinsurance intermediary, recently presented its mid-year
report on the reinsurance market and found that global deployed reinsurance capital’ grew from
$178B at the end of 2011 to $1958 at the end of the second quarter of 2013.7 By comparison,
this figure was less than $1608 in 2007,

Figure 3: Guy Carpenter Analysis of Dedicated Insurance and Reinsurance Capital
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Itis important to note, however, that not all capital is dedicated to or capable of
writing terrorism coverage. While alternative, or “capital markets,” providers have brought
substantial reinsurance capacity into the industry, most have little to nc appetite for the peril.
Some are forced to decline on the basis of legat obligations made to their investors, whereas
others simply avoid the exposure on the grounds of correlations with financial markets risk.

Nonetheless, were capital trends to continue and Congress to adhere to the precedent of
decreasing federal involvement in terrorism insurance, Marsh & McLennan Companies believes
that the insurance market could increase private coverage, thereby reducing taxpayer exposure.
That said, there are limitations to what the market can absorb in losses, particularly in the event
of a large-scale conventional attack or a NBCR event. For example, a reputable third party vendor
modeled the estimated impact of a 10-ton truck bomb explasion in Manhattan causing $38.68
in workers’ compensation and property damage. Moreover, a nuciear bomb detonated in
the Manhattan central business district wouid have a modeled loss estimated at $9418. Inour
judgment, a federal backstop is necessary to protect against these types of catastrophic events.

3. Marsh & McLennan Companies’ Recommendations for Reform

TRIA has been, in our view, a model example of what a public-private partnership should
be. TRIA's “make available” provision, in return for the explicit federal backstop, restored
insurance capacity at a critical time after 9-11, Since then, Congress has implemented reforms
that have expanded the private terrorism insurance market as the industry has recovered. We
offer three recommendations for further refining and modernizing the TRIA program, which
should be reauthorized for a minimum of 10 years.

NBCR Coverage — Marsh & McLennan Companies recommends that Congress specifically
clarify during the reauthorization process that coverage should be provided by TRIA for all forms of
terrorism (i.e., conventional and NBCR) if coverage is afforded on the primary policy. Forinstance,
there is ambiguity in the market currently as to whether TRIA covers workers’ compensation in the
event of an NBCR-related act. In fact, a leading rating agency recently stated that NBCR related
events remain outside of TRIA coverage, Itis Marsh & MclLennan Companies’ view that TRIA would
cover workers’ compensation losses if a certified NBCR event occurred.?

*Fitch Ratings’ Repor

“{.S. Terrorism Reinsurance: Looming Uncertainty of Program Renewal™:
hip: /S wwwdnsureac ;

seterrorismLora s Fite wort-B-13. pdf, see page 3.
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in her farewell address: “Qur country will, at some point, face a major cyber event that wilt have a
serious effect on our fives, our economy, and the evaryday functioning of our society.”

This is a potentially new form of terrorism, which did not credibly exist at the time of the
last reauthorization in 2007, Whether it is one or a series of cyber attacks, the impact of a “cyber
9-11” could be crippling, particularly if the attack were directed at one or several of the nation’s
critical infrastructures such as our telecommunications networks, food and water supplies, or
heatth care institutions. Currently, there is uncertainty if TRIA would cover an act of cyber terrorism
that resulted in catastrophic loss. There is not clear language in the faw that states unambiguously
that cyber terrorism would fall within the scope of TRIA; we, therefore, recommend that Congress
analyze the best way to address this new terrorism risk in the reauthorization of the TRIA program.

Clarify Certification Process ~ Currently, TRIA enumerates specific requirements for an
act to be certified as terrorism under the program.® However, the process by which an act of
terrorism is certified remains uncertain, and there is not a mandated timeline for determining an
event’s certification. As an example, the federal government has neither certified the April 2013
Bostan bombings as a terrorist event, nor has it offered a timeline to da so. This creates uncertainty
for insureds and insurers alike. For instance, without certification, there may be delays in indemnity
payments under private property or business insurance to business owners, which couid jeopardize
their financial position and ability to resume business operations, Marsh & McLennan Companies
recommends that Congress include language in any reauthorization bill that clearly delineates a
certification protocol and establishes a 90-day time period after an event for determining whether
or notan act of terrorism is covered by TRIA.

4. Open Issues for Further Consideration

in 2005 and again in 2007, Congress appropriately expanded the role of the private
insurance market for terrorism risk and reduced the scope of the backstop provided by the federal
government. Specific reform included increasing the program trigger from $5M to its current
{evel of $100M, raising the deductibles and ca-share arrangements, and establishing the federal
government'’s entitlement to recoup any payouts that are made. Policymakers, therefare, could
revisit these same areas to further expand the private market role for conventional acts of terrorism,
while mindful that large-scale attacks, both conventional and NBCR, require a federal backstop.

Third party groups from across the political spectrum have suggested significant
changes, from abolishing the program completely® to dramatically increasing the role of the
private sector.® The following is a range of estimates based on the ongoing discussion for reforms:

“See Marsh report, Appendix A, page 4.
*Cato: “Terrori
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1. Company deductible:
- May be increased from 20% in line with growth in reinsurance industry surplus
2. Aggregate threshold:
- Industry aggregate loss trigger may be increased from $100M to $1B or
more over time
3. Company co-insurance:
- Potentially increase insurers co-participation from 15% to 20% or more

As you grapple with these issues, itis important to keep in mind the risks associated with
this transition and any expiration of the pregram. The ranges outlined above may cause some level
of market disruption and increase the cost of insurance coverage. Mutual and regional insurers
could be disproportionately impacted by these proposals. To be clear, the information above does
not constitute a recommendation of Marsh & Mclennan Companies and is merely intended to
reflecta range of discussions on possible changes in a reauthorization of TRIA,

| applaud the Committee for scheduling this hearing to frame these issues for analysis and
resolution. With the current law’s expiration on December 31, 2014 quickly approaching, Marsh &
McLennan Companies encourages policymakers to expeditiously reauthorize the program.

Finally, if the program is not reauthorized, there is potential for market disruption on two
fronts. First, the fact that insurers’ capital has increased does not mean that, in the absence of the
mandatory “make availabie” provision, insurance carriers will offer terrorism coverage in the
future. Indeed, we believe there is a meaningful risk that, if TRIA is not renewed, many property
and casualty carriers will decline to underwrite this difficuit to model peril.

The second area of concern is workers’ compensation insurance. Terrorism exposure
presents a unique challenge for workers’ compensation insurance because with few exceptions,
the states require coverage to be provided on an unlimited basis without the option to exclude
any form of terrorism. Whether there is TRIA or not, workers’ compensation carriers must pay
claims without regard to fault; however, TRIA at least provides a backstop. Without a federal
backstop, there is a substantial risk that workers’ compensation carriers will decline to provide
caverage in high-risk areas. That wouid potentially have a chilling impact on economic
development and job creation.
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Doubts about TRIA's future are already affecting the primary insurance market, particularly
on the workers’ compensation line of business. There are indications that carriers are negatively
reacting to TRIA renewal uncertainty by non-renewing insureds with large employee accumulations
in major urban cities. The market impact will likely worsen starting on January 1, 2014, as carriers
withdraw coverage or issue short-term property and casualty policies.

Conclusion

TRIA is the backbone of a healthy terrorism insurance market that provides policyholders
with affordable and widely available coverage options. Inour judgment, the existence of a
growing private terrorism insurance marketplace actually serves to protect the government and
taxpayers from absorbing virtually all of the financial loss in the event of a terrorist attack. As the
Committee and the Senate deliberate further on the reauthorization of TRIA, Marsh & Mclennan
Companies is ready to collaborate with you to share our expertise and experiences on this critical
public policy matter.
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Appendix to Marsh & Mclennan Companies Testimony

AppendixA:  Marsh “2013 State of the Terrorism Insurance Market Report”
Appendix B:  Evolution of TRIA
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Appendix A: Marsh 2013 State of the Terrorism Insurance Market Report”
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EXECUTIVE SUMMARY

A key issue facing the insurance industry and insureds
is the pending December 31, 2014, expiration of the
Terrorism Risk Insurance Program Reauthorization Act
of 2007 {TRIPRA}, commonly known as TRIA, Enacted
after the September 11, 2001, tervorist events, TRIA
has been reauthorized twice before, both times with
maodifications, This report looks at the Act’s history and
Marsh benchmarking data to show trends in take-
rates, pricing, and ather relevant issues.

Among the key findings

« Congress may not fully address TRIA before the
heduled expiration at the end of 2014, If TRIA

is allowed to expire or is substantiatly changed and
the mandatory make-available provision is removed,
insurers would not be obliged to offer terroris
coverage, which would affect its availability and price.

TRIA was originally viewed as temporary and as
a result, apart from the elimination in TRIPRA
2007 of the distinction between foreign and
domestic acts, extensions consistently reduced
government participation.

= TRIA's expiration or substantial modification at
extension will almost certainly affect embedded TRIA
coverage, standalone terrorism pricing/demand for
capacity, and TRIA captive programs. Terrorism
insurance capacity may be difficult to acgquire at
reasonable cost for insureds with significant exposures
in a central business district of a major (Tier 1) city,
or if the properties are perceived as potential targets
for terrorism attacks, and/or where there have been
instances of foiled plots.

Available aggregate/terms and conditions can be
ith past, present, or future
ity

rrovism Risk Insurance Report

-

The Northeast US had the highest terrorism
insurance take-up rates on average, likely due to
the concentration of population centers, percetved
potential for terrorist attacks, and the fact that the
region was targeted in the 2001 and other attacks.

The percentage of companies buying property
terrorism insurance - the terrorism insurance fake-up
rate — has remained fairly constant since 2005 and has
been in the low 60% range since 2009,

Larger companies are more lkely to purchase property
terrorism insurance, and also to see the lowest cost as
a percentage of overall property premiwms.

Among industry sectors, media companies were the
most likely to purchase property terrorism insurance.

Two likely impacts that the absence of or a serious
modification of TRIA could have on the workers'
compensation market are in the areas of pricing
and capacity.

IS captive insurers managed by Marsh, 25%
underwrite at least one TRIA-specific (standalone)
program. Additionally, hundreds of owners use
their captives to provide some element of terrorism
coverage, thereby participating in TRIAL

Global unrest has begun to affect the terror
reinsurance market, not only with regard to supply
and demand but in terms of how risks and coverages
are defined.

The recent bembing at the Boston Marathon had not
been classified as an act of terrorism under TRIPRA
requitemnents as of the date of this report. How and
whether that event impacts the insurance markets
remains o be seen. Regardless of the event being
certified under TRIPRA or not, coverage for losse:
arising from the event will depend on clients” spe
insurance contract language.

%
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THE US TERRORISM RISK
INSURANCE ACT ANDITS
MODIFICATIONS

TRIA requires insurers to make terrorism insurance
coverage available to their policyholders when offering
to underwrite an accompanying line of business. The
definition of insurer covers several categories, but the
gment with the broadest reach is carviers licensed

or admitted to engage in the business of providing
primary or excess insurance in any state, which includes
US-licensed captive insurers.

Although insurers must offer terrorism coverage, it is
not mandatory for insureds to purchase the coverage,
except for workers compensation, which is defined by
state statutes and compensates employees in the event
of an-the-job injurices regardiess of fault, Specific perils,
including terrorism, cannot be declined or excluded
from individual workers' compensation policics.

TRIA and its first extension required that an act be
committed by an individual on behalf of any foreign
person or foreign interest in order for it to be centified
as an “act of terrorism” for purposes of reimbursement.
This provision was removed in TRIPRA (see Figure 1).
The 2007 reauthorization also provided coverage for
domestic terrorism, which had previously been excluded.

it is important to note that a distinction remains
acts of terrorism that are certified and those that o
noncertified: Only cortified acts are eligible for coverage
through TRIA. An cvent can be certified if the Secretary
of the Treasury, the Secretary of State, and the Attorney
General of the United States determine the act mects all
of the following criteria:

3

« Itis considered an act of terrorism,

1t is vilent or dangerous to human $ife, property, or
infrastructure,

Tt results in damage within the United States,
Gincluding US air carriers, vessels, and/or US missions,

as described in the Act).

ism Risk Insurance Report

it is commitied by an individual or individuals as part
of an effort to coerce the US civilian population or to
influence the policy or affect the conduct of the US
government by coercion.

An event cannot be certified if it does not cause property
and casualty losses exceeding the 85 million threshold

int the aggregate ot if the act is committed as part

of the course of a war declaved by Congress. {(Note:

This shall not apply with respect to any coverage for
waorkers” compensation).

The distinction between a certified and noncertified

act of terrorism remains an important consideration for
insureds and insurers alike. Although the make-available
provision requires insurers to offer TRIA coverage

for certified terrorism acts, some exclude coverage for
noncertified acts. Therefore, businesses may wish to
consider purchasing noncertified terrorism insurance,
which can provide protection for those events that do
not qualify as certified per the criteria listed above.

Key fssues under TRIA include:

Trigger and threshold: Insured losses - aggregated
across all coverage lines and insurers - must exceed
§5 million for an act to be considered for certification.
However, there will not be any outlay of federal funds
anless the event reaches the trigger of $100 million in
aggregate logs

.

Cost of coverage: Insurers may charge an additional
premium for coverage provided under TRIA, as

the Act does not provide specific guidance on
pricing. Although TRIA preempts state regulations

for prior approval of rates, it retains a state’s right
to invalidate a rate as excessive, inadequate, or
unfairly discriminatory,

Terms and conditions: As dis
required to take coverage available for
acts” to their policyholders for all subject lines of
coverage, Although TRIA does not require insurers

to offer s - terms and conditions, they cannot
materially differ fram the policy’s other property and/
or casualty coverages. Additionally, insurers must offer
the coverage at each renewal, regardless of whether the
insured previously declined.
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TERM

NOVEM
DECE

R 26, 2002~

31, 2008

SANUARY T, 2006 -
CEMBER 31,2007

JAMUARY 1, 2008 -
DECEMBER 3

Official Legistative Name

Terrorism Risk Insurance Act of
2002{TRi&}

Terrorism Risk Insurance

Extension Act of 2005 (TRIEA).

Terrorism Risk Insurance
Program Reauthorization Act of
2007 (TRIPRA).

Coverage Summary

Covered acts committed by
individual{s) acting on behalf of
any foreign person or interast to
coerce the civitian population of
the US or to influence the polic
ar affect the conduct of the U

government by coercion

Covered acts committed by
individual(s) acting on bebhalf of
any forelgn person or interest o
coerce the civilian population of
the US or 1o influence the policy
o affect the conduct of the US
governmant by coercion

iinated the distinction

Territory

US only.

US only.

US only.

Certification Threshold

$5 wiflion

$5 miflion

Federal Backstop Trigger

$4 milfion

50 mitlian in 2008, $100
fon in 2007

[

$100 miftian

fnsurer Retention

% in 2003, 10% in 2004, 15%
i 2005 Apphad against prior
year direct sarned premium.

7 n 2006, 20% in 2607
Applied against prior-year direct

earnad premium,

20%: Applied against priomyear
direct subject earned premium.
Subject to certain property and
casualty insurance lines.

Governrent Share Excess of

Retention

0%

Q0% in 2008, B5% in 2007

B5%

Recoupment

inciuded with discretion on
part of Secretary of Tra ry -
per

year applied to policyholdeys”

subject to maximum

premiums

included with discretion on
part of Secretary of Treasury
subject to maximum 3% per
year apphiad to policyholders”
premiums.

Formula will be catculated using
several factors: the size of the
total loss, the amount of the
industry aggregate retention

as defined, th
the insurers actually retain,

nount that

and the amount of the federal
govemmont retmbursement.
There is no maximum on the
amount that will be appfied to
future policyholders” premiums,
For events that occur after
1/1/2012, the mandatory
poviion of any recoupment must
be colfected by /3072017,

Margh » 5
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Adequate disclosure: Insurers must provide policyholders with “clear and
conspicuous” disclosure of both the TRIA premium being charged and the

share of reinsurance provided by the federal government. If an insured rejects
an offer to purchase terrovism coverage, the carrier is free to reinstate a
terrorism exclusion clause (subject to state insurance regulations with standard
fire policy (SFP) statutes, which in certain states do not permit the exclusion of
tervorismy.

« Government participation: The federal government will cover 85% of certified
Josses once insurers” deductibles have been reached. An insurer’s deductible is
calculated as 20% of its direct earned premium (DEP) for the prior year for the
commercial P/C Hines of ¢ age subject to TRIA.

Liability cap: s the total Hability of the program and of insurers —
ncluding the in; rticipation and deductibles — at $100 billion in any
ane program vear, If insured losses exceed $100 hiflion, theo the allocation of
s compensation to insurers within the $100 billion cap will be determined
Insurers would not be Hable for certified losses in excess of this
amount unless Congress were to pass legislation increasing the Hmit.

» Governument recoupment: In the gvent the government makes payments
following a certified loss, TRIA includes provisions for both mandatory and
discretionary recoupment. The ingurance marketplace aggregate retention
amount is the lesser of $27.5 billion and the aggregate amount, for all insurers,
of insured losses from program trigger events during the program year.

TRIA AND WORKERS” COMPENSATION

TRIA's effect on workers” compensation coverage is somewhat different than

it is on other lines due to the statutory nature of the coverage, which preciudes
the ability to limit exposure. In nearly all US states, employers are required to
secure workers” compensation coverage to pro statutorily defined benefits
for medical treatment and wage replacement. Exclusions and limitations to this
coverage not permitted. Recause it is mandatory {(via the state regulatory
systems) for eraployers to purchase worl compensation coverage, such
coverage will always be available 1o emplo
state funds, assigned risk pools, or by becoming a gualified sclf-insured.

After the September 11, 2001, attacks, workers® compensation insurers and
reinsurers turned thelr focus to employee concentrations in geographic

method of assessing their potential exposure to terrorist events, Computer mode
now allow insurers to gauge their potential exposures in a geographic area under
different terr event scenarios, and insurers generally have adjusted their
books of business accordingly i an effort to Himit potential exposures.

Because TRIA provides protection for insurers, it effectively has helped a
private market develop o il in gaps in o le coverage. For example,
many carriers use reinsurance capacity to reduce their maximum exposure
to terrorism losses and to help ensure their loss potential is within their
predetermined risk folerance.




TRIPRA’S renewal, effective january 1, 2008, scaled 5
down the protections afforded by TRIA
such as larger deductibles and co-participations. As a

result, many insurers became more vigilant in enforcing s, the actual expense of the
concentration guidelines, Uncertainty around TRIA's terrovism insurance program to the consolidated group
potential expiration or extension in 2014 has led some is limited to the cost to operate the captive, which is

Profit: Tf there are no loss

insurers to not renew certaln programs for organizations generally only a fraction of the premium paid.
with large employee concentrations in major cities,

This trend could continue as TRIA's 2014 deadline « Relative ease: It is relatively easy to add terrerism
draws closer. coverage to an existing captive. Doing so typically

requires demonstrating a business need and sound
plan of operation to the captive insurance regulator,

TRIAAND CAPTIVE INSURERS which will often promptly approve the addition or

expansion of a terrorism insurance program.

Guidancee issued by the Department of Treasury affirmed

that TRIA applies to captive insurers and risk retention « Enhanced coverage: Generally, captives are willing
groups that meet the definition of a qualified insurer, and able to provide terrorism insurance coverage

as set forth in Section 102 of the Act, “Drefinition of using a customized policy form, which may result
Insurer” Essentially, any entity that falls within the state in coverage that is better aligned to needs, inctuding
ticensed or admitted category and receives and reports covering perils generally excluded or fimited by
dirvect earned premiuwm is considered to be an insurer traditional insurers, An example of this is captive
under TRIA. Captives are included to the extent they insurers providing coverage for nuclear, biclogical,

provide direct coverage only, and must be domiciled chemical, and radiological (NBCR) perils. Although
in the US to be eligible for inclusion under TRIA TRIA guidance states that the Act provides reinsurance
(Al references to “captives” in this report apply to protection to insurers when they offer NBCR (and a
US-domiciled captives only.} toss occurs), TRIA does not require insurers to offer

the coverage, Given the fack of a TRIA mandate,
combined with the perceived risk, NBCR Is not widely
avaijable in the traditional insurance marketplace.
Captive insurers are able to offer this coverage and
gain access to reinsurance afforded through TRIA. 1t is
also possible to cover other perils in a simitar fashion,
also must as is occurring in some cases based on the unique

ge Hmitations experienced by those

To the extent the coverage is offered as part of an
existing policy — embedded in the property program, for
example ~ the terrorism coverage must not materially
differ in the terms and conditions offered. This does not,
however, prohibit an insnred from secking TRIA-specific
coverage in a separate transaction. Captiv
comply with TRIAs disclosure requirements, The
National Association of Insurance Commissioners
{NAIC) has reporting forms that were approved by
the Department of Treasury. The forms are available at
htpy/fwww.naic.org/cipr topics/topic triahtm

needs and co
secking a viable risk transfer alternative.

Ising a captive o insure an organization against acts

of terrorism can he a viable, cost-efficient alternative or
adjunct to a traditional insurance program. There are
many considerations that erganizations should take into
account when determining whether to use their captive
to provide or supplement their terrorism insuran

Marsh
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TERRORISM iINSURANCE MARKET

Terrorism insurance take-up rates generally have
remained steady over the past few vears. Most companies
that purchased terrovism insurance in the past still do

so as insurers continue to underwrite the risk, with the
support of the TRIA backstop. The reauthorization of
TRIA through 2014 has afforded needed capacity in the
market for terrorism insurance.

Property insurers are able to include terrorism
insurance in their risk portfolios at tvpically nominal
rates to insureds, Clearly, the demand for terrorism
risk insurance remains and the existence of TRIA
playsav
of the cover

or part in the availability and affordability
age.

The percentage of companies buying property terr
insurance -~ the terrorisim insurance take-up rate -
remained fairly constant since 2003, In 2003, the firs
vear TRIA was in effect, the take-up rate was 27%
has since increased steadily, remaining in the low 60%
range since 2009 (sec Figure 2).

Looking at take-up rates by company size {see Figure 3},
it is useful (o consider four categovies of total insured
value {TIV):

» Companies with TIV in excess of $1 billion typically
work with several insurers and likely pay

cisting
h now ones to provide TRIA, the
TV group.

captives or establi
majority are in thi

« Companies with TIV between $300 million

and $1 billlon are large organizations that also
yically work 1 multiple insurers and have
ered programs.

rrarism Risk insurance Report

» Companies with TTV between $100 million and 8500
million tend to have no more than three insurers
involved in their nsurance programs.

= Companies with TIV less than $100 million generally

entail a smaller spread of risk, have lower overall

premiums, and often work with a single insurer.

Changes in take-up rates by company size were marginal
from 2010 to 2012, Companies with TIV less than

$100 million had the lowest take-up rates among those
analyzed, with 39% purchasing property terrorism
ingurance in 2012

Conversely, the take-up rate for companies with T1
pigher than $100 milhon was nearly 66% in 2012, This
may be due to a pergeption that larger companies

are more susceptible to an attack or because smaller
companies typically have lower insurance budgets with
which to purchase

Fa

Aandce.

Media clients purchased property terrorism insurance
at a higher rate ~— 81% — than did those in any other
industry segment in 2012,

Companies in the health care, financial institutions,
education, and public entity sectors had the next highest
take-up rates among the 17 industry segments surveyed,
all above 70%. This may be due in part to concentrations
in those sectors of organizations in central business
districts and in major metropolitan areas, which are
iikely perceived as being at a higher risk f is
The manufacturing, energy, and chemicals sectors were
the only three in which take-up rates did not exceed 50%
in 2012 {see Figure 4).
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FIGURE 2: TERRORISM INSURANCE TAKE-UP RATES FIGURE 4: TERRORISM INSURANCE TAKE-UP RATES BY
BY VEAR iNDUSTRY
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A higher percentage of companies in the Northeast
77% - purchased property terrorism insurance than
in any other region, This is likely attributed to the

Northeast’s concentration of large metro areas, including
Wash

D.C,, and New York Cit
os may be at a higher

e perception
k of a terrorist

attacks targeted sites in the region, The West saw the
\
3

lowest take-up rate, at 53% in 2012 (see Figu

FIGURE 5: TERRORISM INSURANCE TAXE-UP RATES
BY REGION

Aichwest Northeast South West

@ 2011

Sgiiree: Marsh Global Analytics

@ 207

{1 e 2013 Teeroriem Risk Insurance Report
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Approximately 95% of clients that purchased terrorisn
insurance did so as part of their property policies rather
than as standalone placements. However, standalone
policies are an important alternative and/or supplement
to TRIA coverage for some companies, The primary
industry segments purchasing standalone policies have
been hospitality, large veal estate firms, and financial
institutions. Lesser but still significant amounts were
purchased in the retail, media, transportation, public
and wtilities segments,

Before the 2007 extension, companies that purchased
terrorism coverage as part of their property policies
generally purchased both TRIA coverage and
noncertifi verage. However, because TRIPRA
expanded the definition of covered acts to include
domestic terrorist events, many companics since have
elected not to purchase noncertified terrorism insuranc
in additton to purchasing TRIA coverage as part of their
property policies. Nevertheless, certain events may still
e considered noncertified, although to a more limited
extent than before TRIPRA, which removed the foreign
terrorism requirement to frigger certification,

More Companies now are securing terrovism insurance
through their captives and are purchasing
cover their retention or lability under TRIA. Typically,
those capiives that do purchase reinsurance often buy
coverage for noncertified terrorism exposures in addition
o TRIA coverage.




THE COST OF TERRORISM
INSURANCE
1t is useful to measure the cost of terrerism insurance

both as a premium rate — preminm divided by TIV
and as a percentage of a company’s overall property

premium. Apalyzing costs by premium rate atlows
companies to track what they paid in absolute terms;

evaluating the cost ag a percentage of their total preminm

operty terrorism insuranc

ecrease
as the size of the company increases {see Figure 6},

1B, companies with TTV than 3100 million
perienced moderate median rate decre s from $34
per million it 2010 to $49 per million in 2012; however,
their terrorism premivm rates remained significantly
higher than those of larger companies, Median rates

for the est companies stood at 819 per million in
2012, This generally is in keeping with overall insurance
pricing patterns: Larger companies typically purche
more insurance, which leads to lower rates compared to
rates for smaller companies.

FIGURE 6: TERRORISM INSURANUE PRICING - MEDIAN
RATES BY TiV (RATES PER $MILLION)
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The cost as a percentage of overall property premivms
(see Figure 7) was similar for all companies, regardless
of TIV. Modest changes - no more than one percentage
point per year — were seen actoss the board, although
companies with TIV between $100 million and $5300
million remained flat at 4% over the past three years.
Only companies with TTV less than $100 million
experienced an increase from 2011 to 2012, and only
companies with a TIV range between §500 million and
31 billion saw a decrease.

Although this suggests that the cost of terrorism coverage
generally remained the same in the various size classes,
individual businesses may have experienced significant
swings based on their property insurance program’

performance. For example, organizations with significant
catastrophe (CAT) losses may have faced large increases

in their overall property insurance program, but lttle
change in their terrorism insurance pricing, resulting

in a smatler pereentage of their overall premium being
attributed to terrorism coverage. Conversely, companies
that had favorable loss histories in recent years may have
experienced rate de in their overall programs
while their terrorism insurance pricing remained
constant or decreased, w may show in the analy
an imcrease in terrorism pricing as a percentage, despite
a0 overall increase in total costs,

FIGURE 7 TERRORISM INSURANCE PRICING AS
PERCENTAGE OF PROPERTY PREMIUM BY TiV

<$100M $100-$500M

ce: Marsh Global Anahytics

$500M~$18 >$18

@ 2012 @20

& 2010
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FIGURE 8: TERRORISM PRICING - MEDIAN RATES BY FIGURE S TERRORISM INSURANCE PRICING AS A
INDUSTRY (RATE PER MILLEON} PERCEMTAGE OF PROPERTY PREMILM BY INDUSTRY
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Compared to rates in 2011, median property terrorisim
insurance premium rates decreased in 2012 for seven
of 17 industry categories: financial institutions,
transportation, real estate, public entity and nonprofit,
technology/telecom, health care, and food and beverage.
Organizations in the financial institutions, foad and
beverage, and transportation sectors pxperienced the
most significant decreases.

Rates increased most significantly for media companies,
while construction, power and utilities, chemicals,
hospitality, energ sciences, and manufacturing
companies also experienced increases in their median
rates (see Figure B). Although each company’s policy iy
priced based on its unique cxposures, it is possible that a
combination of privy CAT losses and location - namely
businesses located in a central business district - may
have contributed to any increases.

Qve

ull construction companies paid the most for their
surance, at a median rate of 863 per million,
up rmm $54 per million in 2014, Companies in the food
and beverage, health care, and education sectors paid
the least for coverage, with median rates less than $20
per million. Food and beverage firms experienced the
most significant reductions in median rates over the
past three years.

When analyzing terrorism insurance pricing as a
percentage of overall property premiums, hospitality
and transportation companies paid the largest share,
altocating 7% of their total property programs, which
also represents the largest increase as a percentage of
total prope: m insurance cost among all industry groups
(see Figure No other industr tor patd more

than 5% of its total property premium for terrorism
coverage. Energy companies continued to pay the

jo ocating only 1% of total property premiums to
terrovism insurance over the jast three years.

Companies in the Midwest paid the lowest rates for
property terrorism insurance in 2012, followed closely

by companies in the West (see Figure 10). Based on
median premium rates, terrorism insurance was the most
expensive in the South and in the Northeast, although
nat variation has narrowed. Companices

in the Northeast experienced the highest median

rates per miflion,

FIGURE 10: TERROQRISM INSURANCE PRICING -
SMEDIAN RATES BY REGION (RATES PER MILLION)
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@ 2012 @ 2011 #2000

Sourge: Marsh

Marsh =



50

Terrorism insurance pricing cntage of property
premium vartes slightly in the four US regions anal
{see Figure 11), accounting for an aver
property pramiwms for companies in the Mid
South, and 6% in the West and Northeast. Much of this
difference can he explained by regional differences in
terrorism exposure, Compandes in major metropolitan
arcas ~ for example, New York, Washington, D.C., and
Boston - are likely to pay a higher premiam for their
terrorism coverage, which results in a larger percentage
of their overall property insurance costs being dedicated
o terrorism coverage.

FIGURE 11 TERRORISM INSURANCE PRICING AS
PERCENTAGE OF PROPERTY PREMIUM BY REGION

Midwest Northeast South West

4 2010

e Margh Globl

Acaltios

US property terrorism insurance rates generally have
decreased or remained flat over the past three years,
However, the overall property insurance marketplace
was affected in 2011 and 2012 by a number of significant
CAT events in the US and globally. contributing to slight
increases in property and terrorism insurance rates,
Additionally, the release of updated CAT models from
maodeling firms AIR Worldwide and RMS contributed to
a general push by insurers to increase rates or {o slow or
cease rate decreases. Companios without significant CAT
exposures of with favorable logs histories were less likely
{0 EXPCTIENCE TRIC INCreases,

14 = 2013 Terrorism Risk nsurance Repoyt

CONSIDERATIONS IN USING
CAPTIVES FOR TERRORISM
COVERAGE

Among US captive insarers managed by Marsh, 25%
underwrite at least one TRIA-specific (standalone)
program. Additionally, hundreds of owners use their
captives to provide some element of terrorism coverage,
thereby participating in TRIA. Captive insurers’
participation stems both from TRIA's make-avatlable
provision and from the standalone programs they
underwrite. It is common for the pelicyholder to accept
the captive’s offer of terrorism insurance when the
captive is also providing property ox casualty insurance.

in more complex scenarios, captives provide standalone
terrorism programs, often as a supplement to a
traditional insurance placement. These arrangements
rapst commonly involve providing insurance for
property losses resulting from terrorism, not standalone
Tability placements. In some cases, the captive is asked
to provide Hmits in ¢ of what is available in the
commercial market and/or to provide additional breadth
of coverage.

<

An example of a more complex structure is a captive
providing $300 million in excess of $500 million of
conventional terrorism fnsurance purchased from
commercial insurers, $1 billion of NBCR coverage, and
wraparound protection for the commercial insurance
program. The wraparound element provides for payment
of losses by the captive insurer if the commercial

insurance program docs not result in the expected
after a Toss.

Although implementing a terrorism insurance program
within an existing captive {or forming a new captive to
implement a terrorism insurance program) s relatively
straightforward, it Is important to thoughtfully evaluate
the feasibility and appropriateness of doing so prior to

implementation and again during subsequent rencwals.
Several key considerations follow.

= Captives are included in the definition of nsurers
under TRIA aceording to Department of Treasury
guidance; however, captive owners have been
specifically cautioned against “gaming” the program.




These cautions are in recognition of the inherent
contlict of interest and unusual lovel of control a
policyholder (typically the captive’s parent and other
affiliated companies) has over an insuver in a captive
insurance transaction. The cautions emphasize that
wtive owners should not take actions that would
improperly reduce an organization’s overall share

of a loss - for example, captive insurers should not
deliberately price the premium low in order to reduce
the captive’s TRIA deductible,

Capitalization must be determined and provided
Two major factors are considered when determining
capitalization. The primar
capitalization must be sufficient to satisfy the
responsible domicile’s insurance regulator. Captive

t
standards, but are primarily concerned with statutory
minimums and ensuring that the captive insurer

has the capacity to meet its reasonably foreseeable
igations to policvholders. Regulators also consider
v tracditional factors as reinsurance protection

in this analysis, as well as nontraditional "assets”
such as letters of credit posted with the regulator.
Second, capitalization should be evaluated based on
appropriateness considering the overall business plan
and objectives of the captive.

Premiums charged by the captive should be based
on current market prices, If premivms are not
thoughtfully derived and supported, financial
penalties, including not recovering in the eventof a
Toss, may apply.

prives, Jike all subject insurers, may be required
o submit information on terrorism premivm

rates for review by NAIC and the Secretary of the
sury. Should actual aggregate insured
exceed $100 billion

es
the amount at which the
federal government’s annual hability is capped ~ it

ot

Id result ina po
stated policy lmits,

holder receiving less than the
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TRIA permits insurers to oblain reinsurance coverage
for all or any portion of any loss not covered by the
Act. No payments will be made for acts of terrorism
resulting in aggregate insured losses of less than

$100 million. The cffect of the trigger is to introduce
uncertainty in the event of smaller losses. A worst-
scenario could see an insurer exposed 1o up to 1009
a loss of up to §99,999,599,

Timing must be considered when creating a captive
or amending its purpose to write new lines of
coverage in order to avail itself of coverage provided
by TRIA. It typically takes between 30 and 60 day
to establish a new captive. With an existing captive,
the timeframe will depend on its current scope and
desired amendments, but it s likely to take at least
seven days to secure the required approvals and
incept the coverage.

e startup and ongoing administrative costs of a
US-domiciled captive should be considered and can
depending on several factors, such as scope and
for management, audits, tegal advice, and actuarial
work reguired.

Under TRIA, insurers — including captives — are
required to process claims in accordance with
customary busines Other procedures may
also be prescribed by the Secretary of the Treasury.

If a captive insurer Js affiliated with other
organizations that qualify as insurers under TRIA,
the direct earned premiums of the affiliated insurers
will be considered along with the captive’s when
determining insurer deductibles.

Marsh « 15



STANDALONE PROPERTY
TERRORISM INSURANCE MARKET

FIGURE 12: TERRORISM INSURANCE MARKEY
CAPACITY (IN $MILLIONS)
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Terrovism and political violence events remain a
threat wor e. Demand for terrorism and political
violence insurance coverage has grown in the Middle
East, Asia, and North Africa following the so-called
Arab Spring of 2010,

Standalone capacity can vary considerably, primarily
due to:

« Location of riske The demand for coverage in major
metropolitan areas has a substantial affect on the
available capacity

 Insurer’s accumulation of exposure: Most insurers
place aggregate limits on the risks they will take, which
can limit capacity in certain locations.

« Concentration of exposure: Terrorists attack targets
of opportunity. Although it is certainly possible that an
attack could oceur tn a rurat area, a remote town, or a
small city, demand for coverage will likely be higher in
major metropolitan areas due to the concentration of
exposures and higher perception of

« Approximately $750 million to 82 billion per risk in
standalone capacity is available to companies that
do not have sizeable exposures in locations where
standalone insurers have veached or are approaching
aggregation limits. Capacity in excess of 82 billion is
available but Is more expensive.

+ For locations where standalone insurers have
aggre , the estimated market capacity
approximately $850 million or fower in some
Additional capacity can be accessed, but typically at
significantly higher rates,

« Monitoring of aggrepate a priority for insurers, with
capacity in top-tier cities being priced accordingly.




TERRORISM REINSURANCE MARKET

Global unrest has begun to affect the ferror reinsurance
market, not only with regard fo supply and demand

but in ferms of how risks and coverages are defined.
Although there is an abundance of capacity in the
market due to the absence of a major recent terrorism
insured Joss {resuiting in a stable to softening treaty
errorism market), civil unrest and/or riot coverages in
some international terrorism programs are Impacting
several carriers, [ndeed, the dramatic increase in global
unrest has caused an increased frequency of localized
ar territory-specific losses in the facultative reinsurance
market. As nated earlier, the Boston Marathon
bombing's impact on the insurance markets i
determined as of this writing.

siill to be

On a per-risk basis, there is an estimated $2.5 bitlion

of ¢ ty, approximately, for terrorism and sabotage
verage avaitable in the facultative reinsurance market
at the time of this writing. Capacity for the broader
political violence coverage varies dependhing on world
events and losses within specific territories. As loss
activity increases and pricing subsequently ri capacity
is attracted to the territory. Nevertheless, the recent
increase in foss frequency in the facultative market

has not yet affected the general market and a general
market hardening is not presently anticipated
there have been chang
the local lev:

Tnstead,
ing at

to capacity and pri

The scale and damage crused by the recent global uny
has prompted a number of insureds in several countries
and regions to broaden the coverage they purchase

in an effort to mitigate any potential gaps. Cov
trends, howeve ry by country
than take a one-size-fits-all approach, r
increasingly evaluating coverage needs on a per-terri
or per-region basis.

The unrest ocoutving in the Middle East and North
Africa has fed to a change in coverage purchasing
behavior. As the nature of events in the region continues
to change, @ nwmber of reinsurers are reas: ng

their overall protection. While strikes, riots, and civil
commotions are typically included i an “all risk”
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policy, Jarger scale political upheavals — including
categorized as insurrection, civil strife, rebelhion,
revolution coup d'état, mutiny, and war — are covered
v by the specialist political violence market,

The volatility in the region has therefore led to increased
demand for political viclence cov 5 carriers are
looking for comprehensive reinsurance coverage o
ensure that claims will be dealt with effectively and
swiftly, Recent events in countries such as Tunisia

aud Egypt have iflustrated how situations can rapidly
ate from those categorized by reinsurers as strikes,
riots, and civil commotion to full political violence
events, By purchasing full political vielence coverage,
reinsurers and insurers have a broad spectrum of
insurance, meaning protection is provided regardless
of how the event is defined a result, the market has
become more restrictive in some Middle Eastern and
North African countries,

history and incorrect interpretations of terrorism
coverage in the past have also emphasized the
importance of understanding the subtle differences in
coverage. [n Isracl, for example, attacks by Hezbollab
were classed as war loss the government rather than
as terrorism los

8.
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INTERNATIONAL SCHEM ES — where compulsory or optional terrorism reinsurance

pools exist, property insurance policies can be extended
GOVERNMENT POOLS AND TRIA to include terrorism coverage in accordance with
the local pool. In such situations, the application of
the standalone terrorism, sabotage, and/or political
viotence policy should be either difference in conditions
{DICY, difference in conditions and limits (DIC/DILY,
or primary of the locally issued property policy pool
coverage depending on the pool being accessed.

To help insureds manage the global terrorist threat

(see Figure 13), terrorism reinsutance pools have been
»d in a number of countries. The pools were
established in reaction to the specific threats faced
within each country, and each pool generally requires a
declaration by the national government that a terrorist
event has occurred to trigger coverage. In the countries

FIGURE 13: GLOBAL POLITICAL VIOLENCE RATINGS
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FUTURE OF TRIA/TERRORISM
INSURANCE IN THE UNITED STATES

Since TRIA’s enactment in 2002, terrorism insurance has
been widely available for property anid other quah ing
lines of insurance. Insurers are mandated to offer TRIA
as part of thetr oviginal guote, and the coverage must
substantially follow the terms and conditions of the
policy to which the TRIA cover attaches.

1 TRIA is allowed to expive of i substantially

changed and the mandatory make-available provision
is remaoved, insurers would not be obliged to offer
ng that insurers charge

ively subsidized, tn part because
ckstop does not charge insurers for the
fers. Therefore, the TRIA premium

RIA in place is Hikely to be

the federal b
protection if o
charged by insurcrs
considerably higher,

Potentially, property reinsurance cap

competition could positively influence the supply of
terrorism capacity; however, available coverage and
limits would not be as readily available. In particular,
this may impact companies that have substantial
property exposures in central business dis and
where reinsurance capacity would be diminished and
insufficient to meet insurers” demands,

b

Additionally, some industries are susceptible to cortain
insurance roq gmumcm\ such as mortgage lender
requirements with real estate companies. Within

TRIA's current structure, the Himits .\\.A:L\ ble for
terrorism insurance are typically sufficient for real

cstate companics to meet their risk transfer and lender
requirement needs. A change in the Act's structure could
potentially cause a gap in demand and avallability. T
susceptibility is not limited 1o “central business diste
or major cities.
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STANDALONE MARKET

The main alternative for a property terrorism risk
rransfer mechanism if TRIA is not reauthorized would
be the standalone terrorism fnsurance market. As
standalone ¢apacity is finite, the cost of this capacity
Tikely would be considerably higher in areas or cities
where demand s high, such as major metropolitan
arcas, central business districts, {conic buildings, ports/
» such as shopping malls,
ket dynamic varies considerably by focation,

In certain high-risk cities — such as New York or

the cost of standalone terrorism
can be five to 10 times higher than
the current pricing for TRIA embedded as part of
property programs. However, standalone capacity in
certain ZIP codes is so limited that approximately 10%
of the current embedded TRIA limit may be currently
available in the standalone property terrorisin market;
should TRIA no longer be in effect, capacity will be
affected. Tn areas perceived to he lower risk, the costs
and ca v can be similar between the standalone
property terrorism market and TRIA embedded as part
of an “all risk” property program.

ATE REGULATIONS

It is important to note that state insurance regulations

in 14 of 29 states where standard fire policies (SFP) are

mandated do not permit property terrorism exclusions

or sublimits for fire caused by a tervorism event. In the

absence of substantial market reinsurance capacity to

offer insurers an alternative reinsurance mechanism fo

is would likely impact the level of fire or “all

“ property capacity these insurers could offer in arcas

or cities where they are concerned about the aggregation

of terroris L oY cump:mics with locations in those

areas or cities, this will result in less available fire/“all

risk FFOP‘“{U insurance, as well as terrovism coverage if
TRIA s materially changed or not reauthor

in the absence of TRIA, companies with single-carrier
property insurance programs and large Hmits

(8100 million or mare) in high-risk aveas or those in
states that have “fire following/no terrovism exclusion
permitted” may require insurance programs te be shared
and layered in order to achieve desired Himits, This will
increase the number of insurers needed to provide the
same level of insurance and likely will increase the total
cost to insured

Marsh »
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PROPERTY PROGRAMS

Without a reauthorization of TRIA, shared and layered
property imsurance programs likely will be subject to
substantial differences by layers of insurance on the
extenit and terms of terrotism coverage. The main
implications of such potential differences are using
higher-cost standalone terrorism capacity to fill gaps in
fnsurance programs, increased rigk if self-insutring gaps,
and non-concurrent coverage in the event of a loss.

WORKERS COMPENSATION

In addition to property imsurance, other coverage lines
tikely will be impacted if TRIA expires or is significant
changed, particularly workers” compensation insurance,
as workers’ compensation insurers are not permitted

o exclude terrorvism from their policies. Insurers are
concerned about potential aggregation of risk, which
may impact the availability of workers® compensation
insurance should TRIA materially change or expire
Where these insurers are also offering other lines of
insurance, such as property, the combined aggregate
expasure Hkely will further limit their ability oy

willingness to offer substantial property Hmits.

=

The workers” compensation market has been affected by
the risk of a terrorist attack, even with the reinsurance
backing TRIA provides. Because TRIPRA scaled do
the protections afforded by the original 2002 Act (via
mechanisms such as increased retentions), it forced
insurers to be more vigilant in enforcing concentration
guidelines. For example, sore carriers have not renewed
marquee financial services accounts because of the
concentration risk in cities perecived to be terror fargets,

1F TRIA is either modified significantly or not renewed
in 2014, the expectation is that emplovers will continue
to have sufficient insurers from which o purchase
workers’ compensation coverage in order to comply
with state laws, Since such coverage is statntory and
cannot be limited, the terms of workers” compensation
coverage will not be impacted by the absence of TRIA.
An exception to this is the market for e coverage
for self-insured employers. immediately after the
September 11, 2001, attacks, some excess insurers

ponded by capping their lability at levels fess than full
statutory coverage. However, in the past, other insarers
responded by writing starutory coverage above the limits
of the underlying carriers; competition for waorkers
compensation business continues 1o oxist in the market
in 2013, albeit at higher prices.

e

rrorism Risk nswrs

Two likely impacts that the absence of or a serious
mod tion of TRIA could have on the workers”
compensation market are in the areas of pricing and
capacity, It is expected that the reinsurance market
would Hkely increase pricing because of the increased
potential exposure. This would, in turn, have a trickle-
down effect on the primary workers’ compensation
marketplace. Further, the ability of insurers to use
reinsurance capacity to manage their maximum
tolerable fos:
for the terrorism perils of NBCR events. This could
significantly alter ca > risk appetites and their
willingness to offer coverage to emplovers with large
employee accumulations,

soukd prove more difficult, especially

In addition, insurers have had more than 10 years to
collect premium and buitd surplus for the potential
expasure to terrorist a Because of this, there arguably
is capacity in the workers’ compensation industry fo
respond to a terrorist event should one oceur. One
guestion that arises: Is that accumulated capacity
adeguate in the event TRIA is allowed to sunset?

While not frequently mentioned, the employers’
fiability component to the workers’ compensation
policy may also be a factor. When barred by workers®
compensation’s exclusive remedy from suing the
cmployer, claimants will frequently sue others - for
example, fire suppres
guards

ion system installers or security
in an effort to find a deep pocket. The
emplover is then brought in via third-party practice, and

wantoen conduct by the employer fend to produce
attempts to surmount the w compensation bar in
search of higher tort damages. For example, there could
be allegations that cost-cutting measur sulted iy a
reduction of the number of security guards, despite an
awareness of a serious threat.

GENERAL LIABHITY

Unltke property insurance, the general lability (GL)
insurance market does not have robust standalone
tervorism capaci § bie to model the

with GL risks, because the freguency, severity, and
instrumentality of loss or number of victhms cannot be

. in the absence of TRIA, although
there is no tervorism exclusion in a typical GL policy,




other exclusions and conditions could be brought to bear

by an insurer seeking to avoid exposure to large terroy
los For example, depending upon the circumstane

one might sce the following types of defenses: late notice,

pollution exclusion, professional Hability, or war.

CAPTIVES

Organizations that employ captives also are likely to
be affected in the event TRIA s allowed to exy
or s significantly changed. Captives are widcly use
to supplement what is available in the commercial
market, and, in some cases captive tnsurers are the
only available option for certain layers and/or peril
This
such as for property or employee-related coverages in
major cities. Generally speaking, since captives are best
suited to primary operating layers, or as a mechanism
for accessing risk transfer solutions, it is very likely
that, absent TRIA, captive utilization for terrorism
coverage would change significantly. Without TRIA,
captives will likely revert to their traditional role of
providing commercial reinsuranc 59 10 the captive
sponsor {where such reinsurance exists) or simply

as a mechanism for funding lower-level retentions
maore consistent with the net refentions that are in
effect under TRIA

CYBER RISK

Although there has been no precedent where TRIA
fias beers applied in response to a cyber attack, a
cvber-terroyist attack arguably could trigger coverage
under TRIA so long as the Treasury Se 3
the attack as an “act of werrorism” and all other
statutory requirements were met. Thus, TRIA could

be instrumental in providing stability in the event of a
catastrophic damages
as the severity and frequency of cyber
attacks have grown more prominent, several proposals
have beea made to clarify that TRIA could apply as
reinsurance in the event of a massive cyber attack. Were
that ¢ cation realized, TRIA could spur additional
capacity in the cyber market,
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IMPLICATIONS FOR THE
REINSURANCE MARKET

H TRIA is not extended or is substantially modified,
the impact on embedded terrorism insurance coverage,
standalone terrovism pricing/demand for capacity,

and TRIPRA captive placements are likely to impact
the reinsurance marketplace as well, Although the
standalone terrorism market continues to remain an
alternative to TRIA coverage offered as part of property
“all risk” policies, there is not sufficient capacity for
vegions with the highest demand for insurance to meet
the needs of all policyholders. Coupled with limited
availability of standalone reinsurance capacity and
continued perceived limitations on the reliability of
terrorism risk models, the insurance markets are not
well positioned to be a viable alternative replacement to
TRIA or other government-mandated and -supported
terrorism risk transter mechanisms in the United States.

T astrophe exposure continues to be
of particular inferest to property and workers
compensation insurers and to rating agencics for several
TEASONS. s¢, unlike property insurers, in most ea
compensation carriers ave obligated to cover

ery risk in their portfolios. Second, unlike
for natural perils, A.M. Best requires a carrier to model
the severity of its highest potential attack scenaries as
well as a percentage of policyholders” surplus. This could

result in some notably high results with the potential of
being stress tested, and, in select cases, could impact an
rafing,

Although the need for TRIA is clear, reinsurance
protection can help companies withstand the
nonrenewal or alteration of the program. Indeed,
even though the federal backstop currently is in place,
wmany insure ek to ensure additional protection
via reinsurance, These standalone reinsurance
protections typicalty exclude losses resulting from
NBCR instruments, but would protect all foss
the property, casualty, and workers’ compensation
policies they underwrite. Standalone reinsurance
pricing continues {o vary depending on the geographical
focation of the risk(s) and proximity of the risk to a

od target of terrorism,
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Carriers that are perceived to benefit from lower TRIA
deductibles (based on direct earned premiums) fikely
will see a greater impact and may need fo reduce their
aggregate exposure to ferrorism on the front end (reduce
writings) or buy more reinsurance protection, White
there currently appears to be ample capac
that buy standalone terrorism reinsurance, increased
demand would tikely result in constrained capacity and
higher prices. The potential scenario that an insurer
suffers a loss less than the cwrrent $100 million {and
potentially higher future) industry trigger — without
any reimbursement from TRIA - is gaining heightened
attention by carriers and the rating agencies.

Higher reinsurance Bmits and costs could make it
less affordable for smaller compar to buy sufficient
coverage. Any dramatic change in TRIA potentially
could lead o contraction in the marketplace in both
insurance and reinsurance. In a recent briefing,

1. Best indicated that material changes in TRIA
would raise rating concerns especially in cases where:

s Net exposure to terrorism {excluding the benefits of
TRIAY exceeded 20% of capital and surplus.

<%

» Aggr of ¢ phic

arcas are notably high.

€ eXPOSUr in certain goo
&

« The locations of exposures within these areas
potentially impact capitalization.

In its discussions with insurers,
potential plans fo track expo underwrite aggregates
more conservatively, not renew specific risks, and/or
increase/change reinsurance purchases should their net
TRIPRA retention notably increase. Overreliance on the
federal backstop is not considered 1o be a geod substitufe
for sound risk management.

AM. Best s questioning

All rating agencies require cedents to model their largest
US terrorisn exposures and measure thelr frequency
and severity against their policyholder surplus. Those
carriers that have notable backstop TRIA protection as

a percentage of their policyholder surplus may benefit
from having proactive rating agency discussions while
improving the accuracy of their exposure data and
modeling eutput. They may also benefit from proactiv
pursuing exposure identification, exposure mitigation
though portfolio management, and exploring various
reinsurance sofutions,

Ferrorism Risk Insurance Report

IMPLICATIONS FOR MEETING
LENDER REQUIREMENTS

Terrorism insurance for real estate companies and
construction firms is often required as part of their
mortgage agreements; TRIA has offered those companies
a mechanism for meeting Jender requirements, The
impact of not meeting the mortgage reguirements

varies from client to client and can inclade minimum
premiut spends, which are considered punitive. It has
been speculated that the absence of TRIA could impact
real estate investment and construction/development
activity because of the challenge with meeting

lender requirements.

Terrorism coverage may still be offered by cortain
property carriers i TRIA is not extended. However,

it is very unlikely this would be at the Jevels that US
busin , specifically real estate and construction
companies — two industries especially susceptible to
meeting lender requirements - would need to meet their
and their lenders’ risk transfer needs. Additionally, there
tkely would be certain areas where market-wide capacity
would be limited. Terrorism capacity/coverage would be
at higher cost than businesses are currently paying.

POTENTIAL APPROACHES TO
TERRORISM PROGRAMS

For insureds that currently rely substantially on TRIA
for terrorism coverage, the current period of uncertainty
is problematic. During 2013 and 2014 — or until a
decision is made about TRIA’s future -— a number of
approaches can be considered by insureds.

Following are some examples of potential approaches.

is impertant to note that any program structure needs
e implemented based on an insured’s specific necds.
Alse, in most cases for the buyers of TRIA coverage in
arcas with the highest demand for terrorism coverage,
these approaches are unlikely to completely replace the
current tevel of coverage and limits provided under
TRIA as part of property or captive programs.

«+ Tnsureds with TRIA 100% cmbedded as part of “all
risk™ property programs should work in coordination
with property brokers and insurers to defermine
which property insurers are likely to continue to offer
terrorism coverage as part of property programs,




regardiess of TRIA's extension. If potential gaps in
property insurer capacity are identified should TRIA
be substantially changed or not extended, insureds
likely will have options to consider. For example, they
may want to consider placing standalone capacity

to fill gaps in capacity, Other alternatives include
standalone capacity commitment COntracts or OXCess
standalone contracts with the option o drop down
and fill gaps in capacity where property carr
cannot continue offering tervorism coverage in TRIAS
absence, These approaches are likely to add to the total
overall terrovist insurance cost; and in cases where
insureds have exposure in major cities or arcas where
standalone terrorism carriers offer limited capacity,
they are likely to result in reduced overall timi

coverage for terrorism.

vance for

securing standalone terrorism re
the captive’s liabilities as defined by the Act. This
standalone capacity can then be accessed on a direct
basis in the event TRIA is not extended,

"

Captives providing property TRIA coverage that
already purchase standalone terrorism reinsurance,
can cansider identifying options with standalone
terrorism insurers to increase thelr capacity to cover
potential changes in TRIA :ch s an increase

in the level of reinsurance reguired. [f TRIA is not
ended, they can consider converting the standalone
ferrorism reinsurance Hmits to primary cov 1e and
seek addittonal Himits in the standalone terroris
fnsurance market,

Insureds that ©
insurance markets for either US noncertified or
international terrorism coverage should eng
standalone terrovi i rious
aptions and terms for converting capacity to cover
full terrorism risk in the US, including any foreign
or domestic acts that wounld have been covered
under TRIA

Since both insurers and reinsurers focus on catastrophe
models 1o help determine their underwriting strategies -
including whether to offer coverage, the amount of
capacity offered, and pricing - it is critical that insureds
provide the highest quality of data possible for both
property and employee accumplation, as this will help to
ensure they receive the most accurate terms, conditions,
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and pricing based on their actual exposures. There is

a direct correlation between high-quality data and the
credibility of modeled catastrophic lo and ability to
quantify an employer’s hazard profile.

Some examples of high-quality data elements that can
affect a carrier’s view of terrorism loss potential for a
particular insured and that can help minimize the impact
that default assumptions have on expected modeled
losses include:

+ Accurate location and property/building information,
including COPE (construction, occupancy, protection,
and exposure) data,

«

Total number of employees by location at the
address level.

.

Shift information or maximum at each location at
any one tme.

Single location or multiple buikding campus setting.

from a workers’ compensation coverage perspective,
providing employees by building location in a campus
setting will help to mitigate one pitfall of the catastrophic
models that defaslts to assuming that all employees

in a single building versus being spread across the
buitdings where they actually work, Tdentifying the
actual buildings where employees work in a camipus
setting should, when done according to best practices,
reduce the potential to most types of strophic
workers” compensation events (for example, ferrorism,
industrial accident, and natural disasters).

Two other data elements that can make a difference

in quantifying an employer's actual hazard profile are
construction type and the floor where employees are
located. Some building types are less prone to immediate
collapse, which gives employees more time to evacuate in
catastrophic loss scenarios.

In terms of an insured’s p coverage, the more
compleie the data, the more accurate and comprehensive
the CAT models will be. This lack of volatility and
uncertainty allows property insurers to more accurately
price coverage and insureds to better understand

their exposures. As a result, the insured can be better
sitioned to purchase adequate coverage Hmits with
appropriaie ferms and conditions.

i
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Captive owners and non-captive owners alike should
consider initiating or expanding relationships with
traditional tnsurers in order to be in a stronger position
1o request expanded coverage should it be desired.
Captive owners should also ensure the policies their
captives write contain appropriate provisions to enable
cancellation or modification of terrovism coverage in the
event of a material change in or expiration of TRIA,

Until the Act’s scheduled expiration on December 31,
2014, using a captive to access TRIA can be a viable
option for some companies, Organizations considering
using their captives to access TRIA should consider the
foltowing recommendations:

©

Determine the captive exposure by cateolating the 2
horizontal deductible, and the vertical 13% quota-
share based on the policy limit.

.

Determine the premium to charge for tervorism
coverage. US Treasury guidelines state the premiums
must not be dis zlminumr_v, CXCOS|IVE, O iziadcq\tatc,
1 they are found tw be so, this could jeopardize the

captive’s ability to collect in the event of a lc

+ Be aware of, and factor tn, the terrorism risks that
are not covered by the Act (such as losses occurring
outside of the United States).

»

for the horizontal
hare, and $100 million

Consider purchasing reinsur;
deductible, vertical 13% quota-s
net trigger Hability.

« Consider purchasing coverage for a deliberation
or delay in the TRIA certification and/or payment
process Tasting greater than 180 days.

« Keep in mind that the captive, like all insurers, will be
responsible for assessing, collecting, and distributing
the post-1oss charge that will be sed against all
policyholders in the event a loss oceurs.,

24 2013 Terracism Risk insurance Repart

Compare the findings against commercial insurance
options.

1f the decision s made to use a captive, secure the
approval of the responsible domicile insurance
vegulator and implement the program,

POLITICAL ENVIRONMENT

Federal lawmakers will likely address TRIA, which

is set fo expire on December 31, 2014, during the
113th Congress. Members will have to decide whether
to reauthorize the Act as is, amend and modify key
provisipus, or allow the program to expire. Two key
factors will influence the debate:

» First, the two congressional committees with
jurisdiction over the progrem — the Senate Banking
nmittee (SBC) and House Financial Services
Committee {HFSC) ~— have new leaders and members
with divergent perspectives on TRIA and its future.

* Second, the composition of Congre
considerably since the 2007 reautho

has changed
zation.

The process will begin in the HFSC, where Republican
Jeb Hensarling of Texas, in his new role ag chairman,
will set the agenda. Of importance to the debate, he
and 11 current senior Republican members of the
HESC opposed passage of the 2007 TRIA extension
both in the committee and when the entire US House
of Represcutat voted on the bill in September 2007
{see Figure 14). The voices of the chairman and these
11 senior members will ikely carry great weight. New
members of the panel will fook to their leadership for
guidance during the debate. Across the Capitol, Senator
Tim Johnson, Democratic chairman of the SBC, likely
will preside over a less controversial process. During the
2007 TRIA extension, the bill passed casily in both the
committee and in the full Senate.

Both committoes have staked out differing views
concerning their intent to examine and debate

the program. Whereas the SBC's business agenda

{or the next twe years includes language to enact
tong-term reauthorization of TRIA “with appropriate




improvements, as nec
oversight plan called .
Indeed, as the oversight plan exp y points out, the
“Committee will examine the private sector’s capacity to
assess and price for terrorism risk and consider whether
to reauthort RIA as well as proposals that would
reduce the potential federal exposure and participatior
in the TRIA” This langnage suggests @ straight exiension
without meaningful reforms may be unlikely. The
number of congressional members who were not in
office for the 2007 debate complicates matiers: 46% of
the corrent HFSC members are new since 2007, as are
one-third of the members of the SBC

ssary,” the HESCs two-year

i)

w expanded delibera
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On September 11, 2012, the HESC held a subcommittes
hearing in which panel witnesses were in near-
unanimous agreement i support of the program and

a long-term reanthorization. On February 3, 2013,
Representative Michael Grimm (R-NY), a member of
the Financial Services Committee, introduced a straight
extension of TRIPRA. And President Obama’s FY 2014
budget projects net TRIA spending of $443 million
over the 2014 - 2018 period and $526 million over the
2014 - 2023 period.

FIGURE 14: CURRENT COMMITTEE MEMBERS AND THE 2007 TRIA REAUTHGRIZATION VOTE
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CONCLUSION

For more than 10 vears, US-based insureds have benefited from access to terrorism insurance

as a result of TRIA. Insureds and insurers altke must prepare for the possibility the Act will be
materially changed or allowed to expive on December 31, 2014, Data clearly show a demand for —
and a perceived need of — this coverage across many insurance lines, notably property, casualty,
and workers’ compensation.

Although there is private market capacity for tervorism insurance, it may not be enough to meet
the demand in the marketplace should TRIA not be resuthorized, T that case, despite an ongoing
exposure fo terrovism events, insureds may be unable o secure adequate capacity to insure their
risks, or may be unable to do so at commercially viable prices. Tt is likely that many would be left
to self-insure at least some portion of their terrorism risk,

From the standpoint of global business competition, it should be noted that there are a number
of countries that offer government supported terrorism risk transfer solutions that ave likely o
remain available. For these and other reasons, representatives from real estate, finance, energy,
constraction, inserance, professional sports leagues, and clsewhere have supported TRIA and are
making the case for its reauthorization.

K Insurance Repart



APPENDIX

This report examined property terrorism insurance
pure patterns for 17 industry sectors, sclected
based on such criteria as sample population stze,
perceived exposures, take-up rates, and premium rates.
Other industry groups were part of the overall analy
but not reported on ndividually. The indus
included, but were not limited to, the follow
Tines of business:

+ Chemicals: specialt
distributors, indust
houschold companies.

Construction: contractors, homebuilders, and general
contractors.

.

Education: universities and school districts.

Energy: oil, gas, and pipelines.

Financial institutions: banks, insurers, and securities
firms.

Food and beverage: manufacturers and distributors.

Hospitality: hotels, casinos, sporting
performing arts centers, and restaurants.

Ty

Health care: hospitals and managed-care facilities.

Life sciences: research, manufactarers, biotechnaology,
and pharmaceuticals.

Manufacturing: all manufactur

. excluding aviation,

Media: print and clectronic media,

Public entity and nonprofit: city, county, and sfaje
entities and nonprofit organizations,

Real estate: real estate and property management
comparnies.

Retail and wholesale; retail entities of all kinds.

Technology/telecom: hardware and software
manmufacturers and distributors, telephone companies,
and internet service providers.

Transportation: trucking and bus companies.

.

Power and utility: public and private gas, clectric, and
water l}‘[‘ii)!i(‘&

The report anatyses relied on data from Marsh clients
that purchased property terrorism insurance across the
United States. Purchasing patterns were examined in the
garegate and were also based on client characteristics
such as size, industry, and region.

The 2012 data came from property insurance placements
incepting during calendar year 2012, The study
population does not include placements in the United
States for foreign-based multinationals or for smali-firm
placements made through package policies.

The 2012 study was based on a sample of 2,558 firms
with the following characteri

1STQUARTILE  MEDIAN 3RD QUARTILE

TV $36 miltion $1B8 million  $875 mitfion

Property Pramium - $51.411

Terrorism Prs

It is important to note:

» The sample for the encrgy industry sector
was velatively small and therefore may not be
statistically significant, There may be a larger margin
of error in the data analyzed, which may result in
property terrort ip rates and pricing for
energy companies varying more widely than the
data indicates.

« For some companies, fnsurers quoted only a nominal
terrovisw premium of 81, These $1 premiums were
omitted from the catculations of the median terrorism
promium rates.

« Companies were assigned to regions based on the
Tocations of the Marsh offices that served them.

Generally, this was the Marsh office most closely
tocated to a company’s headguarters. Many clients
have multiple fa S and the world;
meaning the potential risk for a terrorist attack

may pot be fally represented by where a company

is headquartered. That said, the decision as to
whether to purchase terrorism insurance is typically
made af headquarters,

Marsh « 27
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Appendix B: Evolution of TRIA
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war for workers' compen-
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Foreignand Domestic
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inctudes an-act of war for
workers’ compensatian

policies anty:
$5 miillion - ani 0 Nochange
$5 milfion C 135 millionin 2006 (thr - $100miflionn insured

lossin a Program Year

Commercial property and No'charge .
casualty (P&C}insurarice
{including excess insur-
ance, workers’ compensa-
tion ahd surety insurance)

Federal crop e i S5 No'change
Private mortgage : 3 :

Financiat guaranty

Medical malpractice

Health or life insurance

incloding group tife
Flood under NFIP
Reinsurance.or retro

15 percent in 2005 20 percent

90 percent in 2002-2005 © "85 percent

“$45 biflion in 2005 $27.5 billion
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Introduction/Summary

Chairman Johnson, Ranking Member Crapo, distinguished members of Committee on Banking, Housing
and Urban Affairs, thank you for inviting me to testify today on “Reauthorizing TRIA: The State of the
Terrorism Risk Insurance Market.” My name is Erwann Michel-Kerjan. T teach at the Wharton Schootl of
the University of Pennsylvania and T am Managing Director of the Wharton Risk Management and
Decision Processes Center.

For nearly three decades, the Wharton Risk Center has been at the forefront of basic and applied research
to promote effective corporate and public policies for low-probability events with potentially catastrophic
consequences (i.e, extreme events) based on an understanding of the decision processes of consumers,
firms and public sector agencies (http://www.whartonupenn.edu/riskcenter/), Our team has published
over 20 studies on terrorism risk insurance since 2001 and has been active in discussing findings with top
policymakers and industry leaders. [ personally took part in a number of discussions with Congress and
the Administration at that time that led to the 2005 and 2007 renewals and modification of TRIA.

In the absence of any severe large-scale attack on national soil since 2001, the program has been
successful at sustaining a robust terrorism insurance market here in the U.S. Our more recent work which
T will discuss here shows that the demand for terrorism insurance from medium and large corporations in
the U.S is strong and price inelastic (fow sensitivity to price) under current conditions, This also indicates
that if one would like to reduce government’s involvement in that program by increasing insurers’
deductible and/or charging for the federal backstap, this conld be done incrementally without disrupting
the market much. We know little, however, about small businesses.

Without TRIA, though, American taxpayers might actually end up paying as much after a large terrorist
attack through federal disaster relief (which it will be impossible to deny, as taxpayers have become de
facto the prime funding source in the aftermath of natural disasters and financial crises alike), if not much
more as they would today if insurers lower the capacity they provide when the mandatory requirement
expires. There will be an expectation for the federal government to pay for most of the uninsured
economic losses. | made this point when I testified before the House on September 11, 2012 but it is
worth saying it again.

Since 2008 T have also had the privilege to serve as chairman of the OECD Board on Financial
Management of Catastrophes, The Organization for Economic Cooperation and Development (OECD) is
an international economic organization of 34 countries, of which the U.S. was a founding member in
1961. 1t is committed to democracy, market economy, and economic progress and provides a platform to
compare policy, experiences, seek answers to common problems, and identify good practices.

The Board advises those 34 governments and the G20 upon request (www.occd.org/dat/fin/catrisks). Two
recent OECD international events brought together for the first time ever the heads of all terrorism risk

insurance programs around the world, industry leaders and the intelligence community. Of note, of all
countries that have established such programs, none has let theirs expire. Looking at other countries is not
only important to be able to exchange notes on possible redesign of TRIA, but more fundamentally
because American corporations compete with foreign firms which might have a large part of their assets
covered by those terrorism insurance programs under different conditions of price and coverage.
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My testimony today will focus on three questions:

1) How is TRIA currently designed and has it achieved its goal? Is there room as part of the
reauthorization process for modifying TRIA without disrupting the market?

2y Why have I argued that letting TRIA expire would increase taxpayers’ financial exposure to
terrorist attacks, not reduce it?

3) How have other OECD countries addressed the terrorism risk coverage challenge?
(something important to know for America’s competitiveness)

SECTI()V I WHAT Do WEKNOW ABOUT THE TERRORISM INSURANCE MARKET"
NEW EMPIRICAL EVIDENCE !

The lack of availability of terrorism insurance shortly after the 9/11 attacks led to a call from some private
sector groups for federal intervention. For example, the Government Accountability Office reported in
2002 that the construction and real estate industries complained that the lack of available terrorism
coverage delayed/prevented projeets from going forward because of concems by lenders or investors.

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." This program was originally aimed at
providing a three-year temporary measure to increase the availability of risk coverage, but the program
has been renewed twice since, in 2005 and 2007, TRIA is now extended up to the end of 2014,

In brief, TRIA requires insurers to offer terrorism coverage to all their commercial clients (a legal “make
available” requirement). {Note that residential coverage is not included in this program and if is not clear
who would pay for residential losses from terrorism). These firms have the right to refuse this coverage
unless it is mandated by state law, as in the case of workers' compensation in most states.

Loss sharing under TRIA is organized as follows: The first layer is provided by insurers through a
deductible. That deductible is calculated as a percentage of the direct carned premiums each insurer
received in the preceding year from its policyholders for all lines of business covered under TRIA. In
order to increase the role of the private market over time, this percentage has increased sharply from 7%
in 2003, to 10% in 2004, 15% in 2003, and it has been 20% since 2007-—i.e. nearly tripling over time.
For several large insurers, this represents billions of dollars before they receive any federal
assistance. The second layer up to $100 billion is the joint responsibility of the federal government and
insurers. Specifically, the federal government is responsible for paying 85% of each insurer's primary
losses during a given year above the applicable insurer deductible; the insurer covers the remaining 15%.

Contrary to what is done in other countries {see the review in Section III), the U.,S. federal povernment
does pot collect any premiums for covering 835% of the insurer’s losses above the deductible. 1t provides
insurers with free up-front reinsurance for exposure that would ordinarily require a substantial amount of
{costly) capital should the insurers seck protection from the private reinsurance market alone. The *“up
front” is important here since the U.S. Treasury can recoup part of its payment from insurers over time;
they can in turn recoup this amount against all their policyholders, victims of the attack or not.

' The complete version of the original Act can be downloaded at: httpe/fwww treas. govioffices/domestic-finance/financial-
institution/terrorism-ingurance/claims_process/program.shtml.
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Has TRIA Worked as Intended?
The main policy goal of TRIA was to ensure that commercial firms across the nation could access
subsidized coverage, and as a result, more companies would purchase this coverage.

Market Penetration Has Increased Substantially. The empirical evidence reveals that this strategy has
worked. Market data from the two largest insurance brokers, Aon and Marsh, on their own clients (which
tend to be larger firms), indicate that take-up rates for terrorism insurance by large firms has more than
doubled, from 27% in 2003 to 58% in 2007, a level that has remained stable since (it is 62% today).
These figures have been cited in a number of publications and by my fellow panelists today.

Three important points should be noted about this 62% take-up rate. First, this is not a TRIA take-up
rate but combines all types of terrorism coverage: U.S. risks only (TRIA only), U.S. risks and non-U.S.
risks (clients with foreign values; referred as “TRIA and non-certified™), high risks not covered by the
market (referred to as “standalone coverage™), and programs structured as a combination of standalone
and TRIA coverage {often done through a captive). Second, these are based on the portfolio of clients of
the above two brokers which tend to be medium to large size clients (in other words, these are samples
only not the full market). Third, there is a lot of heterogeneity across industries {e.g., take-up rate for
media, education, financial institutions is around 80% but only 43% in the energy sector; Marsh, 2013).

While we should certainty feel good about the increase observed in 2003-2006, this also means that
probably about 4 out of 10 large corperations in the U.S. don’t have coverage against terrorism today,
Whether they will be able to sustain a large loss with internal or external capital is an open question
Congress might want to analyze further. We need to better understand the demand side of this market.
Let’s remember that on 9/11 terrorism was included as an unnamed peril in most insurance policies so the
take-up rate was virtually 100%.

An important element of the discussion about the future of TRIA is that there has been no analysis
in recent years of terrorism insurance penetration for small businesses which constitute a vital part
of our economy. They are the most vulnerable to financial shocks.

Decrease in Insurance Cost. The increase in coverage discussed above is partly due to the fact that
terrorism insurance prices have continuously decreased since 2003. The median premium for terrorism
insurance for middle-size and large firms was down from $57 per million of total insured value in 2004,
$42 per million to $37 per million in 2008, then to $25 per million in 2009 (data from Marsh); the 2013
Marsh report shows that prices have continued to decrease for those firms to about $20 per million today.
This translates into terrorism premiums representing 3% to 5% of property premium paid by those firms.
A 2012 report by insurance broker Aon provides similar information on take-up rates for the twelve
months ending March 2012: $20 per million for TRIA coverage only (which translates into an average of
about 3.5% of the premium charged for property coverage for TRIA only and about 3% for TRIA and
non-certified).

This price decrease is largely explained by the absence of a major attack on U.S. soil since 9/11, thanks to
the hard work of our government services here and abroad. It is also explained by the natural effect of
competition in insurance markets. The 2013 Boston attack had no impact on terrorism risk insurance
markets.
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While the surveys from leading brokers have provided a great deal of information about how much
coverage their clients purchase and how much they pay for it, they do not say much about how sensitive
that demand is to changes in terrorism insurance cost. A recent analysis (see sidebar below) utilizes these
data to show that terrorism insurance is quite price inelastic. This finding has profound policy
implications as Congress contemplates different design changes for TRIA.
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Some have said that to limit {or avoid any) additional financial exposure of the federal government given
the already historical government deficit, TRIA should be allowed to expire in 2014. Under this logic,
market forces would lead to even more capacity being provided to the market and more firms being
insured. Losses from a terrorist atiack would be covered by firms and their insurers (if they are insured).

While the argument is nice in theory, it totally fails to account for the political reality and the now well-
known political economy of catastrophe financing in America.

I have no doubt that the day after a large attack, it will become clear than many firms are uninsured or
poorly insured because insurers would not be required to offer that coverage anymore and the price of that
coverage without a free up-front federal backstop will simply be much higher than it is today to reflect the
cost of capital insurers have to set aside to meet regulatory and rating agencies requirements (unless
insurers cap their coverage to what they currently cover under their deductible and quota-share above).

Under extreme pressure from the media and interest groups, the federal government will be asked to step
in. Americans taxpayers will de facto pay for most of the loss. This outcome is pretty certain as one looks
at how much more involved the federal government has been at providing financial support after
catastrophes and crises in the past decade than it used to be 50 or 60 years ago. If the attack occurs during
an election year, this would be even meore certain.

* President’s Working Group on Financial Markets, Market Conditions for Terrorism Risk Insurance, 2010, See also: Wharton
Risk Center (2005). TRIA and Beyond. Philadelphia, PA; Kunreuther, H. (2007}, Testimony before the Subcommittee on Capital
Markets, Insurance, and Government Sponsored Enterprises of the House Financial Services Comumittee, June 21,
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Overall, the number of Presidential disaster declarations has dramatically increased over time, from 191
declarations over the decade 1961-1970 to 597 for the period 2001-2010. As Figure 1 also reveals, many
of the peak years correspond to presidential clection years. In 1996 and 2008 (both presidential election
years) there were 75 presidential declarations. This record number was exceeded in 2010 when there were
81 major disaster declarations, and again in 2011 with 99 declarations.

100 i
80
70
60

:':"‘““G«T
0 \w

a

w o
in s o
o R
RAgap

1953
1977 §

oty @ oy o W o
R IR N ™~ o o2
S Qg & D @ 243
PaE A B4 [N AN

1965
1987
2003
2011

@ =
@ o3
o> &
LAREEN

1995
1997
1999
2001

o
&

1973
1975
1981
1983

Figure 1, U.S. Disaster Presidential Declarations Per Year, 1953-2011 (data from FEMA)

And it is not just the number of declarations that has increased but the proportion of economic losses that
American taxpayers are forced to pay. Table 1 shows the much more pronounced role of the federal
government in assisting disaster victims and governments of affected areas by exarining several major
disasters occurring in the past 60 years. The most recent example is Hwrricane Sandy: the federal
government provided $50 billion in emergency funds and another $10 billion to the NFIP so it could pay
all its claims—that is, 88% of the $68 billion loss from Sandy.

Table 1: Role of Federal Government in Disaster Loss Payment

. Federal contribution to total loss
Drisaster
payment
Hurricane Sandy (2012) 88%
Hurricane ke (2008) 69%
Hurricane Katrina (2005) 50%
Hurricane Hugo (1989) 23%
Hurricane Diane (1955) 6%

This radical increase in government funding-——combined with the highly mediatized bail-out of large
American corporations during the recent financial crisis—is likely to set precedents and expectations of
more funding to come in the future. This will be especially true for terrorism since it might be seen as a
failure of our government services to prevent the attack. The question thus is how do we best organize
risk financing mechanisms ex ante so most of the loss does not fall on taxpayers; under its current
design, this is what TRIA does. Reforms should seek to increase the private sector’s involvement
without disturbing the market, As I said before, I think there is room to do just that.
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SECTION ITI. TERRORISM INSURANCE SOLUTIONS OUTSIDE OF THE U5,

In this last section of my testimony 1 would like to provide some international perspective. While this has
been somewhat absent in recent discussions about TRIA, this is important for several reasons: a)
Terrorism threat is international by nature; b) Other countries are facing similar challenges as to how best
use the strengths of the private and public sectors in developing a robust insurance scheme; ¢) Many large
American corporations generate a significant part (if not the majority) of their revenues abroad and d)
American firms compete with foreign firms which benefit from those programs in their home countries.

T will briefly highlight the solutions currently in place in five other countries that have suffered from
terrorist attacks on their soil: Isracl, Spain, France, the UK. and Germany (chronologically, as they
developed their program). I would like to thank the heads of programs discussed here for ongoing
discussions and their insights in preparation of today’s testimony. A visual comparison is then provided
with Australia and India added in Appendix 1.

Of note, several of these programs are permanent in nature; those that are temporary have all been
renewed with some modifieations in recent years.

Israel: Government Coverage, No Involvement of Private Insurers

In this country with a long history of terrorist attacks, losses from attacks are compensated directly by the
State according to a pre-defined formula. Any direct and indirect damage occurring within Israel due to
war or hostilities will be covered by a public compensation fund legislated in 1961. The fund built from
the general property tax collected across the conntry, according to regulations. Insurers do not cover this
risk. Both individual and business compensation is provided to those who suffer from an attack.
Businesses can also get compensated for workers” compensation and Joss of business revenues.

Renewal and Government Exit Strategy. The program is permanent.m

Spain: Gevernment Coverage Sold by Private Insurers in its Behalf

Eligibility. Terrorism has been covered as part of the State-backed insurance compensation scheme for
extraordinary risks (including also storins, floods, earthquakes, riots), by the 1954-established Consortio
de Compensation de Seguros fund. Coverage for these risks is included as an add-on to property
msurance sold by private insurers who are not financially responsible for losses. The private sector has
never expressed an interest in covering terrorism or these other extreme events. Pricing. Commercial
enterprises pay 0.21 euros per thousand of property coverage and another 0.25 euros for business
interruption to benefit from this state insurance against extraordinary risks.

Loss History. In the aftermath of the March 11, 2004 terrorist attacks in Madrid, the Consortio paid 41
million euros in claims (railway vehicles were not insured). The December 2006 attacks against the
Barajas Airport triggered another 46 million curos in claius. These claims were rapidly paid by the
Spanish catastrophe fund which currently has over 4 billion euros in reserve and has never used the State
guarantee in over 50 years of operation.

Renewal and Government Exit Strategy, The program is permanent. 8
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France: Public-Private Risk Sharing; Unlimited Gevernment Reinsurance

From a legal perspective, the situation in France was especially acute in the aftermath of 9/11 because the
1986 law does not allow commercial property insurers to dissociate terrorism coverage from commercial
property. To stop covering terrorism meant to stop covering commercial property at the 2002 renewals.

The GAREAT, a public-private partnership, was established in December 2001 as a co-reinsurance pool
organized under a tier structure of risk sharing. It operates on an aggregate annual excess of loss basis.

Risk-Sharing Arrangement. The first layer presents an annual aggregate capacity of 400 million euros
shared among all 205 members of the pool prorated to their share of ceded business. A second layer is
provided by members (private insurers) and reinsurers up te 2.3 billion euros. Above that, the State layer
is an unlimited guarantee by the French government provided through the Caisse Centrale de Reassurance
(CCR), a state-owned reinsurance company. Since 2003, there is a special treatment for small risks
(below 20 million euros of total insured value): the government grantee is triggered above 20 millions,
GAREAT being responsible for the first 20 mitlion euros.

FEligibility. Terrorism insurance is mandatory in France, so the take up rate is 100%. As of 2013 90% of
the large commercial and industrial risks had been transferred to the pool and 12% of small risks for
property damage and business interruption, including chemical, biological, radiological and nuclear
(CBRN) attacks (GAREAT does not cover liability risks, personal accident, marine). Moreover, the same
deductible is applied for terrorism as for other property coverage risk pricing.

Pricing. Reinsurance rates by the GAREAT do not vary with location: they are identical across the
country. They apply as a percentage of the property premiums of the business ceded for different insured
value segments: below 6 million curos (Automobile 0.10%; Homeowners 0.8%; Commercial and
Industrial risks 1.20%: Farms: 0.60 %); between 6 million and 20 million euros the rates are 4% for each
class of business. For sum insured above 20 million euros: 12% (between 20 and 50 million euros); 18%
(sums insured higher than 50 million eures). For nuclear plants the rate is 24% whatever the sum insured
are. GAREAT redistributes premiums collected from its members back to them if not used to pay claims.

Premium Sharing with the Government. The premiums levied by insurers against policyholders are
transferred to the GAREAT and shared as follows: members of the pool keep nearly 44%, the reinsurance
layers 44%, and the CCR receives around 12% of the total annual premiums collected.

Renewal and Government Exit Strategy. The pool was first set up for a single year with the option of
being renewed, as was done in 2003 until December 31, 2012. The program was renewed on January
1, 2613 for another 5 years. &

U.K: Public-Private Risk Sharing: Unlimited Government Debt Issuance

In the wake of the terrorist bomb explosions in London in April 1992, which cost insurers nearly $700
million, and an announcement seven months later by British insurers that they would exclude terrorism
coverage from their conumercial policies, the UK. established a mutual reinsurance organization, Pool
Re, in 1993 for commercial property and business interruption to accommodate claims resulting from acts
of terrorism.
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Eligibility. The scale of 9/11 attacks in the U.S. led to a major revamping of Pool Re. Since the end of
2002, protection of companies operating in the UK. under Pool Re has been extended to all risks, a
category that now includes damage caused by chemical and biological as well as nuclear contamination
(while war and related perils as well as computer hacking continue to be excluded).

Risk-Sharing Arrangement. Pool Re acts as a reinsurer for all insurers that wish to be a member of the
pool; the UK. Treasury in turn provides Pool Re with unlimited debt issuance that the pool will have to
reimburse over time. Pool Re’s right to draw funds under the retrocession agreement with the government
is determined on a strict cash needs basis. That means that premium income earned by Pool Re during the
time necessary for claims settlement, i.e. after a terrorist attack, will also be used to pay these claims, if
necessary,

All insurers authorized to insure losses arising from damage to commercial property in Great Britain are
eligible to apply for membership of Pool Re, regardless of their domicile. Most insurers operating in the
UK. commercial property market are members. As of September 2013, Pool Re has 221 members (73
insurers incorporated in the U.K., 37 Lioyd’s syndicates, and 111 insurers incorporated elsewhere). They
have an individual retention before being reimbursed by the pool which is based on their proportion of
participation in Pool Re, applied to the “industry retention” (£100 million per event, £200 million per year
in2012).

As of September 2013, Pool Re has a reserve of nearly £5.0 billion, which would have to be exhausted
before the British Treasury pays anything. If the government needs to intervene for insured losses above
this, it will be reimbursed for that payinent by the pool over time; and ultimately, the members of Pool Re
will have paid a// insured losses due to the terrorist attack.

Premium sharing with the government. Pool Re shares 10% of its collected premiums with the UK.
government to benefit from this coverage.

Renewal and Government Exit Strategy. Pool Re is not reviewed on any specific cycle, unlike TRIA. The
contract has cancellation arrangements whereby either Pool Re or Government can withdraw (with notice,

and conditions) but ne pre-set review period, or sunset in the legislation =

As in other countries, until the events of 9/11, coverage against terrorism risk was included in all
commercial Hnes in Germany without an explicit extra premiuvm. After 9/11, the extremely limited
availability of terrorism coverage led to the founding of Extremus AG, a federal government-backed
property insurance corporation that started operations on November 1, 2002, Unlike Pool Re, Extremus is
not a reinsurance institution but a private insurance company.

Eligibility. Extremus provides coverage for buildings, contents, and business interruption. But only risks
with total insured value over 25 million curos are eligible for coverage. As in the U.S. and the UK.,
companies operating in Germany are not required to purchase insurance against terrorism.
The annual compensation by Extremus for any company is capped at a maximum of 1.5 billion euros.
This means that a company with a total insured vatue of 23 billion euros can purchase coverage for only
6% of its total insured value from Extremus. A number of risks are explicitly excluded, such as nueclear
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risks as well as biological and chemical contamination by terrorists, war and civil war, and insurrection.
Losses due to computer viruses are also not covered, &

Risk-Sharing Arrangement. The annual capacity to pay for claims is 10 billion euros. It is completely
reinsured by national and international insurance and reinsurance companies (first layer limited to a total
of 2 billion euros), as well as by the federal government (second layer of 8 billion curos). As of December
31, 2010, Extremus provided a total of 450 billion euros terrorisny insurance coverage to 1,174 firms.

Premium Sharing with the Government. As is the case in France and the UK., but not in the U.8,, the
reinsurance provided to Extremus by the federal government is not free of charge: the government
receives approximately 12.5% of the premiums collected by Extremus.

This international review shows that different countries have responded to the question of terrorism risk
financing differently, and that those responses were often modified after terrorist attacks on national soil.

Conclusion

Coming back to United States, several questions will be important as we now discuss the role that
TRIA should play in the future, in a world where the nature of terrorism threat is in constant evolution.
For instance;

»  Should CBRN terrorist attacks (chemical; biological; radiological and nuclear) be covered or not?
*  Should cyber attacks be covered and if so, which ones?

*  Should our federal government continue to provide free coverage or should it charge for it? If so,
what would be seen as a “fair” premium?

»  How involved are reinsurers in the U.S. terrorism risk insurance markets today? How much more
capacity could they provide, at what level, and at what price? How is reinsurance capacity and
price likely to change in the aftermath of a large terrorism attack?

*  While TRIA focuses on commercial lines, who will pay for the losses to residents from a terrorist
attack?

*  How do we address the workers® compensation challenge if TRIA expires?

In the end, it is how we best use the insurance infrastructure, in partnership with the
government, to assure effective and equitable solutions are in place that will make our economies
terror-proof. This is why the debate about TRIA is not just an insurance issue—it is as much a
national security and economic competitiveness issue, too.

My colleagues and T look forward to working with Congress, the Administration, the insurance
and teinsurance industry and other stakeholders in the uear future,

I want to thank you again for the opportunity to testify here today. I would be happy to answer
any question you may have,
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Appendix 1, Terrorism Insurance Markets in Selected Countries (Sources: Author)3
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Thank you, Senator Johnson, Ranking Member Crapo and members of the Committee.

Good morning. My name is Robert Hartwig and 1 am President and Economist for the
Insurance Information Institute, an international property/casualty insurance trade
association based in New York City.! 1 am also a Chartered Property Casualty
Underwriter (CPCU) and have worked on a wide variety of insurance issues during my
20 years in the property/casualty insurance and reinsurance industries, including many
related to the industry’s exposure to catastrophic loss, including acts or terrorism,? The
Institute’s members account for nearly 70 percent of all property/casualty insurance
premiums written in the United States. Its primary mission is to improve understanding

of the insurance industry and the key role it plays in the U.S. and global economy.

I have been asked by the Committee to provide testimony on the current state the
Terrorism Risk Insurance Program and the market for terrorism insurance in the United

States. For the purposes of my testimony, I will address the following issues:

H The immediate impacts of the September 11, 2001 attacks on insurance and
reinsurance markets;

(i)  The essential role that TRIA plays with the nation’s national security
infrastructure and its benefits to consumers, businesses and communities;

(i) Taxpayer protection features of TRIA;

(iv)  Private sector insurer and reinsurer involvement in terrorism insurance
markets since 9/11;

(v)  The unique nature of terrorism risk and the limits of private sector
involvement in terrorism insurance markets;

{vi}  Changes in the terrorism threat landscape since the enactment of the original
TRIA legislation in 2002 and the impacts on terrorism insurance;

(vii)  Potential economic and insurance market impacts if TRIA is not extended;

(viii)  Obstacles to insuring and reinsuring losses arising from acts of terrorism;

(ix)  Cyber terrorism and certification timelines.

i Contact information: Tel: (212) 346-5520; Email: bobh@iii.org.
* See Terrorism Risk: A Constant Threat, Robert P. Hartwig and Claire Wilkinson, Insurance Information
Institute, June 2013,
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Impacts of the September 11, 2001 Terrorist Attack on Insurance Markets

The terrorist attacks of September 11, 2001, produced insured fosses larger than any
natural or man-made event in history. Claims paid by insurers to their policyholders
eventually totaled some $32.5 billion dollars—$42.1 billion in 2012 dollars (Exhibit 1)
and to this day remains the second most costly insurance event in United States history
(Exhibit 2).> The insured losses arising from the events of that fateful day were
unprecedented in virtually every respect, producing catastrophic losses not only in
property coverages, but also for the first time in the workers compensation line. The
sheer enormity of the loss—coming from an entirely unforeseen peril for which no
premium had been collected—combined with the possibility of future attacks, produced
financial shockwaves that shook insurance markets worldwide and provoked an
extraordinarily swift and severe underwriting and pricing reaction by insurers and

reinsurers.

Tervorism Exclusions and Price Shocks in the Wake of the 9/11 Attack

The shock of the September 11 attack led insurers and reinsurers to exclude coverage
arising from acts of terrorism from virtually all commercial property and liability
policies. Before 9/11 terrorism exclusions were virtually nonexistent in commercial
insurance contracts sold in the United States. The economic consequences of such
exclusions were quick to manifest themselves. Major commercial property construction
projects around the country, unable to secure coverage against the now very real risk of
terrorist attack, were in jeopardy of being tabled, hurting job growth at a time of rapidly
rising unemployment and when much of the country was in recession, Banks, in turn,
threatened to choke off lending to businesses if borrowers failed to secure coverage
against terrorist acts. The problem was not confined to high profile “trophy” propetties
located in major metropolitan areas. Shopping malls, office complexes, factories, sports
stadiums, hotels, utilities, airports, port facilities and other critical infrastructure all across
the United States were impacted. In short, the macroeconomic consequences associated

with the lack of terrorism coverage were beginning to exact a severe toll on businesses

¥ The loss totals do not include the March 2010 settlement of up to $637.5 million announced by New York
City officials and plaintiffs’ lawyers to compensate about 10,000 workers whose health was damaged
during the rescue and cleanup at the World Trade Center.
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and workers alike. [Note: The potential macroeconomic implications of allowing TRIA

to expire in 2014 are discussed in greater detail in the next section of this paper].

Even as exclusions proliferated, prices soared. The average rate increase for a business
seeking to renew coverage in the fourth quarter of 2001 was nearly 30 percent.
Reinsurance prices rose sharply as well. Very little private sector coverage for terrorism
entered the market as a general consensus emerged that terrorism risk is fundamentally
not insurable. Insurers, who are regulated by the states, therefore took the unprecedented
step of seeking to establish a risk sharing plan with the federal government in the event of
future attacks. Only when the Terrorism Risk Insurance Act (TRIA) was enacted by
Congress in November 2002—fourteen months after the attack—did stability finally

return to the market and coverage for terrorist attacks resume.

TRIA, National Security and Protection of the Nation’s Critical Financial
Infrastructure

The war on terror is far from over, as the recent Boston Marathon bombings attest, but
TRIA by all objective measures is now a proven and unqualified success, The program
not only succeeded in restoring stability to the country’s vital insurance and reinsurance
markets in the years immediately following 9/11, but it continues more than a decade
later to deliver substantive, direct benefits to millions of businesses, workers, consumers

and the overall economy~—all at essentially no cost to taxpayers.

Upwards of 60 percent of businesses purchased terrorism coverage nationally in 2012, up
from 27 percent in 2003, the first full year of the program (Exhibit 3). Industries
responsible for much of the country’s critical infrastructure such as power and utilities,
telecommunications and health care, along with financial institutions and local
government have take-up rates that approach or exceed 70 percent. Moreover, the take-
up rate for workers compensation is effectively 100 percent, meaning that every worker

in America is protected against injuries suffered as the result of a terrorist attack.

The unambiguous success of TRIA demonstrates that the Act has become an invaluable

component of the country’s national security infrastructure. The continued operation of

4
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the nation’s financial institutions—including its insurers—during and throughout the
aftermath of a major terrorist attack—is absolutely essential to ensure a smooth and
expedited recovery from the massive economic and operational shocks of the sort that
occurred after the 9/11 attacks and that are certain to accompany future such events,
irrespective of where in the country they occur. Failure to institutionalize a permanent
plan to protect the nation’s financial infrastructure leaves the country unnecessarily

vulnerable to economic instability and risk of recession.

Macroeconomic Impacts of the TRIA Expiration

A 2004 study co-authored by R. Glenn Hubbard, Columbia University’s Business School
Dean and a former chairman of the U.S. Council of Economic Advisors, quantified the
potential macroeconomic impacts of a failure to extend TRIA.* The study concluded that
within three years of the expiration of TRIA (in the absence of a major terrorist attack),
GDP could fail by 0.4 percent, household net worth by 0.9 percent and employment by
0.2 percent. Applying the findings of that study to the current period suggests that
expiration of the current Act could lead to a meaningful drag on economic growth,

reducing real GDP by an estimated $69 billion by 2017, depressing household net worth

by an estimated $798 billion and remove 290,000 jobs from the economy.’
Table 1
POTENTIAL MACROECONOMIC IMPACTS ASSOCIATED WITH THE
EXPIRATION OF TRIA
Estimated mpact
 Within 2 Years of
r"i‘famsm Program

Explration

* R. Glenn Hubbard and Bruce Deal, The Economic Effects of Federal Participation in Tervorism Risk,
Analysis Group, September 14, 2004,

* Figures cited in Table 1 are Insurance Information Institute estimates based on findings of the study
referenced in footnote 3.
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As Table | demonstrates, terrorism remains a threat to the country’s national economic
security, especially in the context of the still fragile economic recovery. Consequently,
maintaining a Terrorism Risk Insurance Program as a component of the country’s
comprehensive national security plan and infrastructure is both reasonable and prudent. It

is also imminently affordable. Indeed, the cost to American taxpayers is effectively zero.

Taxpayer Protection Features of the Terrorism Risk Insurance Act

TRIA from its inception was designed as a terrorism risk sharing mechanism between the
public and private sector-—with an overwhelming share of the risk being borne by private
insurers, a share which has increased steadily over time. Today, all but the very largest
(and least likely) terrorist attacks would be financed entirely within the private sector. In
the event of a truly catastrophic attack, TRIA provides the government with the ability to
fully recoup any and all federal monies paid. In other words, there would be #o cost to

the taxpayer.

As a point of fact, from the date of TRIA’s enactment in November 2002 through today,
a span of nearly 11 years, the federal government and therefore taxpayers have paid
nothing (apart from negligible administrative expenses) under the program. The recent
Boston Marathon bombings provide an illustrative example, All of the 207
property/casualty claims filed in the wake of that event were handled by private insurers
who have made payments to policyholders totaling at least $1.18 million.® Not one

taxpayer dollar was used to pay any of these claims.

TRIA’s structure actually provides at least eight distinct layers of taxpayer protection as
displayed schematically in Exhibit 4’s Pyramid of Taxpayer Protection. Each of those

layers is discussed in turn below.

® As of July 26 (latest available). P/C insurers also held $1.41 million in reserves for claims associated with
the bombings. Figures are from the Massachusetts Division of Insurance as reported in BestWire Services,
P/C Insurers Have Paid $1.18 Million in Boston Marathon Bombing Related Claims, September 3, 2013,



88

SUMMARY OF 8 KEY TAXPAYER PROTECTION
FEATURES UNDER TRIA

1. CERTIFICATION DEFINITION: Criteric Must Be Met”

= Definition of a Certified Act of Terrorism: The 2007 extension of
TRIA, likes its predecessors, requires that a detailed set of criteria be met
before an act of terror can be “certified.” Specifically, the term “act of
terrorism” refers only to an act that is certified by the [Treasury]
Secretary, in concurrence with the Secretary of State and the Attorney
General of the United States:

i. to be an act of terrorism;

ii. to be a violent act or an act that is dangerous to human life,
property or infrastructure;

iii. to have resulted in damage within the United States, or outside of
the United States in the case US air carriers, vessels and/or
missions;

iv. to have been committed by and individuals 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 US government by coercion.

2. CERTIFICATION THRESHOLD (TRIGGER): $5 Million

= $5 Million Minimum: Under the 2007 reauthorization of TRIA, no act
shall be certified by the Secretary as an act of terrorism if property and
casualty losses, in the aggregate, do not exceed $5 million.

»  Acts of War Exclusion: TRIA further stipulates that no act may be
certified as an act of terrorism if the act is committed as part of the course
of a war declared by Congress (this provision does not apply to workers
compensation).

3. TRIGGERING EVENT THRESHOLD: 3100 Million
= Under the 2007 reauthorization of TRIA the triggering event threshold
was set at $100 million, up from $5 million in the original act and $50
million in 2006. This means that Federal funds will be paid out only in the
event of a terrorist act that produces total insurance industry losses above
this threshold (even if the event is certified by the Treasury Secretary as a
terrorist act).

7 United States Treasury accessed as of 9/22/13 at http:/www.ireasury, rov/resource-center/fin
mkis/Documents/TRIAasamended-Composite TextPost.pdf.
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4. INDIVIDUAL INSURER DEDUCTIBLES: 20% of Premiums

The amount of terrorism losses that an individual insurer must pay before
federal assistance becomes available. The level rose to 20 percent of an
insurer’s direct earned premiums for commercial property/casualty
insurance in 2007 where it currently remains (up from 17.5% in 2006, 15
percent in 2003, 10% in 2004 and 7% in 2003).

5. INSURER CO-PAYMENT IN EXCESS OF RETENTION: 15% of Loss

The share of losses that insurers pay above their individual retentions rose
to 15 percent in 2007 where it remains today, up from 10 percent in 2006
and prior years.

6. INDUSTRY AGGREGATE RETENTION: $27.5 Billion

Under the 2007 reauthorization, the industry as 2 whole must ultimately
cover a total of $27.5 billion of the losses through deductibles and
copayments {assuming an event of $27.5 billion or greater). This amount
was increased to $27.5 billion in 2007, up from $25 billion in 2006, $15
billion in 2005, $12.5 billion 2004 and $10 billion in 2003 (Figure 7).
Government expenditure above this amount can be recouped.

7. GOVERNMENT RECOUPMENT: Full Taxpayer Protection

Mandatory Recoupment: TRIA mandates that the government recoup
133 percent of the difference between the actual amount it has paid and
the required vetention, This recoupment comes via a surcharge on
commercial insurance policyholders not to exceed 3 percent of premium
for insurance coverages that fall under the program.

Discretionary Recoupment: If the insured loss exceeds the $27.5 billion
threshold, federal expenditures may be recouped for amounts in excess of
the threshold at the discretion of the Secretary of the Treasury.

8. HARD CAP: 8100 Billion

Program Limit: Losses within a program year are capped at $100
billion, inclusive of both insurer and government participation, Neither
the government nor insurers would be required to pay losses for certified
acts heyond this amount.
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Additional Taxpayer Protection Features of TRIA

Several other features of TRIA serve as additional protections to taxpayers.

Commercial Lines Only: Only claims occurring in certain property/casualty commercial
lines of insurance are included in the calculations of insured losses under TRIA (auto and
homeowners insurance, life insurance and health insurance have always been excluded).
In addition, the number of lines covered under TRIA has been narrowed over time. At
TRIA’s inception in 2002 approximately 44 percent of property/casualty insurance
industry premiums were covered under the Act. By 2012 that figure had dropped to
approximately 35 percent. Excluded commercial lines of coverage under the Act today
include: mortgage and title insurance, financial guaranty, medical malpractice,
reinsurance, commercial auto, burglary and theft, surety, professional Hability (except

directors and officers coverage) and farmowners multiperil.

State Guaranty Funds: In the unlikely event that an insurer becomes severely impaired
or insolvent as a consequence of a terrorist attack, state insurance regulators will take
corrective action. If the insurer’s assets are insufficient to meet its liabilities, the
resources of the appropriate state guaranty fund(s) could be called upon to satisfy those
liabilities. Guaranty associations obtain funds for their operations and payment of claims
through assessments against the solvent insurance companies licensed to do business in
the state and from the recovery of amounts paid on claims from the insolvent estate.® All
guaranty fund resources are therefore ultimately derived from the industry itself. No

taxpayer dollars are ever involved.

Make Available Requirement (Mandatory Offer of Coverage): Commercial insurers
are required to offer coverage against terrorist acts and by law, workers compensation
must include coverage against such acts. These requirements have led to widespread

participation in the program. The take-up rate for terrorism coverage in 2012 was 62

¥ National Conference of Insurance Guaranty Funds accessed September 22, 2013 at:
hitpiwww.ncigforg/media/files/Primer-2012.ndf
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percent according to a recent study by insurance broker Marsh.” The take-up rate for
workers compensation is effectively 100 percent, meaning that every worker in America

is protected against injuries suffered as the result of a terrorist attack.

TRIA Will Reduce Taxpayer Funded Post-Attack Disaster Aid Costs

The very fact that terrorism coverage is so widely purchased today and that coverage
already extends to every American worker through the workers compensation system
means that fewer government (taxpayer) resources will be called upon in the wake of any
future terrorist attack.  Allowing TRIA to expire will reduce the market penetration of
terrorism coverage as prices rise and insurers limit their exposure across all lines of
coverage, including workers compensation. Consequently, the uninsured share of losses
will rise, increasing the pressure on the government to compensate victims for their
uninsured losses. This will impair the ability of individual businesses, affected
communities and the overall economy’s ability to recover. A sharp spike in business
failures, higher unemployment and reduced GDP growth are just a few of the adverse
consequences that are certain to follow in the event of a major terrorist attack in the
absence of TRIA. In summary, government will be called upon to act in the aftermath of
a major terrorist attack. TRIA provides an efficient means for ensuring that most of the

costs are financed and administered by the private sector rather than the taxpayer.

Use of Insurer Claim Management Infrastructure Will Save Taxpayer Money,
Improve Post-Attack Response

Private insurers are today the principal source and conduit for the rapid and direct
delivery of recovery funds to victims of terrorist attacks. In the event that TRIA is
allowed to expire, the government lacks any formal structure or experience for adjusting,
managing and delivering benefits to victims of complex commercial property and
liability claims, nor does it have any formal fraud monitoring capability. Maintaining
TRIA not only ensures that the costs of future terrorist attacks will be borne primarily by
the private sector, it enhances the quality of the outcome. Again, in the absence of TRIA
there is no question that the federal government will be called upon to act. TRIA ensures

that that much of those costs will be borne and administered by the private insurers.

? Marsh, 2013 Terrorism Risk Insurance Report, May 2013.
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Private Insurer and Reinsurance Participation in the Market for Terrorism
Insurance Today

One primary goal of TRIA and it successors has been to encourage private sector
capacity to enter (and remain} in the marketplace so that an increasing share of losses

from future terrorist attacks could be borne in the private sector.

There is no question that billions of dollars in capacity has been attracted to the terrorism
risk insurance market. Evidence of the program’s success in this respect has been
documented by a number of government entities and other organizations, In its latest
report on terrorism risk insurance market conditions, the President’s Working Group on
Financial Markets noted that the program provides an incentive to property/casualty
insurers and reinsurers who might not otherwise provide terrorism insurance at current
capacity levels or prices.m The U.S. Government Accountability Office (GAQ),
commenting on the availability and affordability of terrorism coverage in large
metropolitan areas, reported that with a few exceptions, commercial property terrorism
insurance appears to be available nationwide at rates policyholders believe is reasonable,

suggesting ample capacity. !

Note that this statement is very different from an assessment that such capacity would
exist in the absence of a terrorism backstop. Again, it is important to emphasize that the
majority of the coverage that exists in the market today exists because of the continued
existence of the Terrorism Risk Insurance Program. Insurance broker Aon estimates that
70% to 80% of the market would encounter terrorism exclusions if the program were
discontinued. Thus capacity in the market is largely contingent upon the continuation of
the program. As detailed earlier in this testimony, policy language that would exclude
coverage against terrorist attacks returned to the market each time the expiration of TRIA

has loomed.

" Market Conditions for Tervorism Risk Insurance 2010, Report of the President’s Working Group on
Financial Markets.

" Initial Resuits on Availability of Terrorism Insurance in Specific Geographic Markets, GAO-08-919R,
July 2008.

1
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The so-called market for “standalone™ terrorism coverage also provides evidence that in
the absence of a Terrorism Risk Insurance Program, coverage capacity (supply) will fall
well short of demand. Insurance brokers Marsh and Aon both report that the “theoretical”
maximum amount of coverage available per risk in the “standalone™ market is
approximately $2 billion with larger sums available under some circumstances. This is in
contrast with limits of just $150 million or less available in early 2002 before TRIA was
enacted. At the time, such coverage also was subject to high deductibles equal to 7 to 10
percent of the stated value of the coverage.'”” While the sums available in the market
today may seem large, especially in comparison to 2002, there are many risks for which
the coverage is inadequate. Consider, for example, that back in 2001 (prior to the
introduction of terrorism exclusions) the twin towers at the World Trade Center site were
insured for $3.55 billion—more than what is generaily available in the market today.
Multibillion dollars risks are now quite common in the United States, from office and
shopping complexes to large manufacturing facilities, sports stadiums, transportation
hubs and energy infrastructure not to mention infrastructure such as bridges, tunnels and

dams. These exposures exist in every state.

Reinsurance capacity, which was extremely limited in the aftermath of 9/11, is up as
well. A 2011 report from reinsurance broker Guy Carpenter noted that there is between
$6 billion and $8 billion of terrorism reinsurance capacity available in the U.S. market,
but cautions that the market remains vulnerable to a major terrorism loss, The $6 billion
to $8 billion in terrorism reinsurance capacity stands in stark contrast to approximately
$100 billion in reinsurance capacity available in the market today against traditional risks
(mostly property catastrophe risks). A continued cautious approach is clearly required.
Indeed, many modeled terrorism loss scenarios result in insured losses in the tens or even
hundreds of billions of dollars—some even exceeding the claims paying capital of the
entire industry. As noted previously, much of the capacity in the market today is
predicated on the existence of the Terrorisin Risk Insurance Program. In the absence of

the program, reinsurance capacity would be greatly reduced.

"2 September 11, 2001: One Hundred Minutes of Tervor that Changed the Global Fasurance Industry
Forever, Robert P. Hartwig, John Liner Review, January 2002,
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Capital Markets and Terrorism Risk

Capital markets are playing an increasingly important role in providing capacity against
losses arising from large natural disaster events which are becoming increasingly
frequent in the United States and around the world. Capital market reinsurance capacity
for U.S. natural catastrophe risks is estimated at $30 billion to $40 billion. However,
investor appetite for catastrophe risk is so far limited to natural catastrophes such as
hurricanes and earthquakes. Investors are attracted to investments in backing natural
disasters risks in part because the performance of these assets is entirely uncorrelated
with the performance of traditional financial market instruments such as stocks and
bonds. A recession, for example, will impact the value of stocks and corporate bond
prices but will have no impact on the likelihood of sustaining a loss on a catastrophe

bond.

Investors to date have shown no appetite for terrorism risk because in the event of a
major terrorist attack the performance of securitized terrorism risk instruments (such as
catastrophe bonds) and tradition equity market and fixed income investment vehicles are
likely to be highly correlaied. For example, a large-scale terrorist attack could cause
bonds exposed to the event to lose all or part of their value, teading to large losses for
investors while stock markets plunge (as they did in the wake of the September 11, 2001
attack). Investor disinterest in terrorism risk is also a function of the inability to model
and therefore price) such risks with anything close to the same degrec of precision as

tradition natural disaster risk.

Changes in the Terrorism Threat Landscape and Impacts on Terrorism Insurance
Markets

In the immediate aftermath of 9/11 the ability of commercial policyholders to purchase
adequate limits of terrorism coverage at affordable prices was severely constrained.
Commereial property owners and businesses were faced with substantially reduced
protection for terrorism-related risks, in addition to higher property/casualty rates overall.

As a result, many were forced to go without coverage or only partly insure their assets.
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Today, reports of property owners having problems securing terrorism coverage due to a
lack of capacity in the market are no longer making headline news. Indeed, it is therefore
tempting to conclude that in the eleven years since TRIA was first implemented that
insurance markets have fully adjusted to the post-9/11 environment and that insurers and

reinsurers have concluded that terrorism is a fully insurance risk.

The reality is guite different. The fact of the matter is that terrorism risk today is almost
every bit as uninsurable as it was a decade ago. Recent major successes in the war on
terror, including the killing of al-Qaida leader Osama bin Laden in 2011, do not alter this
conclusion. This is because the current stability in the terrorism insurance market in the

United States is due almost entirely to two factors:

(0 There has been no successful large scale terrorist attack on U.S. soil since
2001, and

(i) TRIA remains in place.

The influence of both of these factors is discussed in the sections that follow,

Absence of Successful Attacks Does Not Imply Terrorism Risk is Inconsequential

The fact that there has been no successful terrorist attack in the United States in eleven
years is a remarkable achievement. It is a testimony to the hard work and dedication of
this nation’s counterterrorism agencies and the bravery of the men and women in uniform

who fought and continue to fight battles abroad to keep us safe here at home.

Unfortunately, the threai from terrorist attack in the United States is both real and
substantial and will remain as such for the foreseeable future. Indeed, the U.S. State
Department warned in a recent report that despite the death of bin Laden and other key
al-Qaeda figures, the terrorist network’s affiliates and adherents remain adaptable and

resilient, and constitute “an enduring and serious threat to our national security.” "

Y Country Reports on Terrorism 2011, U.S. Department of State, July 31, 2012.
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Table 2 below shows that interest in attacking targets within the United States remains
undiminished-—with four terrorist plots executed or interdicted within the past year alone.
Indeed, it is clear from Table 2 that in addition to an ongoing threat from foreign terrorist
networks, the United States also faces homegrown (domestic) terrorist threats from
radical individuals, who may be inspired by al-Qaida and others, but may have little or no

actual connection to militant groups.

Catastrophe modeler Risk Management Solutions (RMS) points to an increase in the
number of homegrown plots in the U.S. in recent vears.'® Many of these have been
thwarted, such as the 2012 attempt by Quazi Ahsam Nafis to blow up the Federal Reserve
Bank of New York and Mohamed Osman Mohamud who targeted a Portland, Oregon,
Christmas tree lighting ceremony. Also among the more notable unsuccessful attacks was
an April 2013 attempt to blow up an Amtrak train en route between New York and
Toronto. Other thwarted attacks against passenger and cargo aireraft, including the
Christmas Day 2009 attempt to blow-up a jet over Detroit, are indicative of an ongoing

risk to aviation infrastructure.

Table 2 also shows that terrorists are interesting in attacking targets across the United
States, not just in large urban areas. Cities such as Springfield, Illinois and Lubbock,
Texas, have also been targeted. It also important to note that the largest act of domestic
terrorism in United States history was the truck bombing of the Alfred P. Murrah Federal
Building in Oklahoma City in April 1995, which killed 166 people and produced insured
property losses totaling $189 million (in 2012 dollars).

Another evolving threat is cyber-terrorism. Recent high profile attacks, such as the
sabotaging of Iran’s nuclear program via the Stuxnet computer worm and malicious
infiltration attempts here in the U.S. by foreign entities, underscore the growing threat to

both national security and the economy.

All these factors suggest that terrorism risk will be a constant and evolving threat for the
foreseeable future.

' RMS Terrorism Risk Briefing, July 2012.
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Table 2

RECENT TERRORIST ATTACKS AND ATTEMPTS IN THE UNITED STATES

Two suspects with al-Qaida links arrested in Toronto, Canada for
New York Gity, NY- alleged plot to blow up Amtrak passenger train en route from New York
City to Toronto

201
April, 2013 Toronta

N ; . Quazi Mohammad Rezwanu! Ahsan Nafis arrested in plot to blow up
2 .
October, 2012 New York City, NY Federal Reserve Bank in New York City

- o Foiled underwear bomb pliot to bring down U.S.-bound commercial
May, 2012 8D airliner around the anniversary of bin Laden's death

ki

June 22, 2011 Seattle, WA Two men arrested in plot to attack military recruiting station in Seattle

Foiled plot to bomb military and political targets, including former

February 23, 2011 President George W. Bush in New York, Colorado and Catifornia

{.ubbock, TX

o 2l M soal

Attemnpted bombing at Christmas free lighting cerernony in downtown
Portland by naturalized U.S. citizen Mehamed Osman Mohamud
October, 2010 A 3 >
I o " 'Attempted SUV bombing in Times Square, New York City, by
May 1.2010 New York City, NY - tratized U.S. citizen Faisal Shahzad

November 26, 2010 Portland, OR

U.S. resident Najibullah Zazi and others charged with conspiracy o use

September, 20089 New York City, NY

weapons of mass destruction in New York Gity

Attempted bombing of skyscraper in Dallas

Conviction of Liberty City six for conspiring to plan attacks on U.S.

May, 2009 Various U.S. targets

Source: Federal Bureau of Investigation (FBI); various news reports; Insurance information Institute.
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Potential Impacts If TRIA Is Not Extended

Without question, TRIA and its successors are the principal reason for the continued
stability in the insurance and reinsurance market for terrorism insurance today. As
discussed previously, TRIA is credited with restoring terrorism coverage in commercial

insurance policies upon its enactment in late 2002,

Potential macroeconomic effects of allowing TRIA to expire—reduced economic growth
and fewer jobs—were discussed earlier. In terms of impacts on insurance markets there is
no question that coverage will become more expensive and less available—and in many
cases unavailable. The question is not a theoretical one. In 2004, more than. a year
before the original Act’s expiration at year-end 2005, terrorism exclusions once again
emerged for policies with exposure extending into 2006. This was an unmistakable
indication that insurance and reinsurance markets felt that terrorism risk, at least for
larger scale attacks, remained uninsurable in the private sector. After Congress agreed to
extend the program for another two years under the Terrorism Risk Insurance Extension
Act of 2005 (TRIEA), terrorism coverage remained available and affordable in the
market. However, with TRIEA’s looming expiration in year-end 2006, terrorism
exclusions once again appeared in the market, signaling the market’s assessment that
terrorism risk remained fundamentally uninsurable. These exclusions largely disappeared
following passage of a 7-year extension of the program under the Terrorism Risk
Insurance Program Reauthorization Act of 2007 (TRIPRA). With TRIPRA’s expiration
now a little more than one year away (year-end 2014), it is virtually certain that terrorism
exclusions will soon reappear in the market. Indeed, insurance broker Aon estimates that
at least 80 percent of the commercial property market will be impacted by these

exclusions and other restrictions.

Studies by various organizations, including the University of Pennsylvania’s Wharton
School Risk Center, the RAND Corporation and the Organization for Economic Co-
operation and Development (OECD), have supported the idea of a substantive federal
role in terrorism insurance. In particular, the Wharton School found that TRIA has had a

positive effect on availability of terrorism coverage and also has significantly contributed
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to reducing insurance premiums.'” The OECD notes, however, that the financial (capital)

markets have thus far shown little appetite for terrorism risk.

Evidence from Other Countries: Terrorism Risk Insurance Programs Abroad

Additional evidence that terrorism risk is fundamentally uninsurable comes from abroad.
A number of countries have established their own terrorism risk insurance programs and
these have operated successfully, often for many vears. Australia, Austria, Belgium,
France, Germany, the Netherlands, Spain, Switzerland and the United Kingdom have all
created programs to cover terrorism in the event of an attack on their own soil.'* None of

these countries is considering the discontinuation of its program.

This begs the question as to why-—twelve years after the 9/11 attack and a decade after
the initial terrorism risk insurance program legislation was enacted—terrorism risk,
particularly for large-scale attacks, is still viewed as uninsurable? The answer is
surprisingly simple and explains why even the absence of a successful major attack on

U.S. soil since 2001 does not alter this assessment.

Obstacles to Insuring Losses Arising from Acts of Terrorism

Simply put, acts of terror violate all four of the basic requirements traditionally associated
with insurability of a risk. In situations where these requirements cannot be met, it is
difficult or impossible to ascertain the premium to be charged and/or difficult or
impossible to achieve the necessary spread of risk to avoid excessive exposure to
catastrophic loss, thereby threatening the insurer’s solvency. Consequently, such a risk
would generally be deemed to be commercially nof viable (i.e., insurable) in whole or in

part.

' Evaluating the Effectiveness of Terrorism Risk Financing Solutions, Howard C. Kunreuther and Erwann
Q. Michel-Kerjan, September 2007, National Bureau of Economic Research,

' In 1993, the British government formed a mutual reinsurance pool for terrorist coverage following acts of
terrorism by the Irish Republican Army. Insurance companies pay premiums at rates set by the pool. The
primary insurer pays the entire claim for terrorist damage but is reimbursed by the poot for losses in excess
of a certain amount per event and per year based on its share of the total market. Following 9/11, coverage
was extended to cover all risks, except war, including nuclear and biological contamination, aircraft impact
and flooding, if caused by terrorist attacks. The British government acts as the reinsurer of last resort,
guarantecing payments above the industry retention.

18
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The four basic requirements for insurability of a risk are detailed below (as well in

Exhibits 4A and 4B), with a description of how terrorism risk violates each requirement;

1.

Estimable Frequenecy: insurers require a large number of observations to
develop predictive, statistically sound rate-making models (an actuarial concept
known as “credibility”). For example, insurers handle millions of auto, home,
workers compensation and business property claims every year, providing them
with vast amounts of data from which they can reliably estimate the frequency of
such claims. For major catastrophic risks such as hurricanes and earthquakes that
occur less frequently insurers still maintain databases with hundreds or even
thousands of these events, supplemented by sophisticated catastrophe models, that
help provide statistically reliable estimates of frequency. Terrorism risk is clearly

different in this respect.

Obstacle: There are very few data points on which to base frequency estimates
for acts of terror in the United States, thus estimates lack any true actuarial
credibility. The opinions of experts on the likelihood of terrorist attacks, which
might be viewed by some as substitutes for actuarially credible data, are also
highly subjective, At any given time, there is a wide range of viewpoints among
national security experts on the likelihood, location and/or attack modality.
Moreover, insurers have no access to data used internally by counterterrorism
agencies. Given the paucity of historical data and diversity and shifting nature of
expert opinions, catastrophe models used to estimate terrorism risk are relatively
undeveloped compared to those used to assess natural hazard risks. The bottom
line is that estimating the frequency of terror attacks with any degree of aceuracy
(credibility) is extraordinarily challenging, if not impossible in many

circumstances.

Estimable Severity: Insurability requires that the maximum possible/probable
lass be estimable in order to calculate the insurer’s exposure (in dollar terms) and
minimize its “probability of ruin.” No insurer can expose itself to losses of a

magnitude that present an unreasonable risk of insolvency.
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Obstacle: Potential losses arising from terrorist attacks are virtually unbounded.
In this sense terrorism risk is akin to war risk, which is almost universally
excluded from commercial insurance policies worldwide. Consequently, losses
arising from acts of terror can easily exceed an insurer’s claims paying capital
resources,  Workers compensation coverage, which does not permit any
exclusions or limitation if injuries or deaths arise from terrorist acts, can lead to
extreme losses that on their own could potentially bankrupt an insurer under some
attack scenarios, In addition, when it comes to estimating losses from potential
terrorist attacks there also appears to be significant variability in outcomes (i.e.,
disagreement on estimated severity impacts), underscoring the degree of

uncertainty associated with potential terrorist attacks.

3. Diversifiable Risk: Insurability requires that the losses can be spread across a
large number of risks. This is an application of the “Law of Large Numbers™ and
helps makes losses more manageable and less volatile. Failure to achieve an
adequate spread of risk increases the risk of insolvency in the same way that an
undiversified portfolio of stocks (or any asset) is riskier than a well-diversified

portfolio.

Obstacle: Terrorism attacks are likely to be highly concentrated geographically
(e.g., World Trade Center site), concentrated within an industry (e.g., power

plants, airports) or within a certain span of time (e.g., coordinated attack).

4. Random Loss Distribution/Fortuity: Insurability requires that the probability of
a loss occurring be random or fortuitous. This implies that individual events must

be unpredictable in terms of timing, location and magnitude.

Obstacle: Terrorism attacks are planned, coordinated and deliberate acts of destruction.
Again, they are likely to be highly concentrated geographically (e.g., World Trade Center
site) or concentrated within an industry (e.g., power plants). Terrorists engage in

“dynamic target shifting” whereby terrorists shift from “hardened targets” to “soft

20
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targets” which implies that losses are not random or fortuitous in nature. The April 2013
Boston Marathon bombing was an example of an attack on a soft target. It is also not
difficult to imagine attacks occurring in the United States similar to the September 2013
attack on an upscale shopping mall (another soft target) in Nairobi, Kenya, by al-

Shabaab, a Somali-based terrorist group with links to al-Qaeda.
Additional Issues for Consideration in Conjunction with TRIA Reauthorization

Certification Deadline: While TRIA spells out a highly detailed set of criteria that must
be met for an event to be officially certified as a “terrorist act,” TRIA offers no timeline
or deadtine by which such a certification must be made. Although the Boston Marathon
hombings occurred more than five months ago (on April 135, 2013), there has to date been
no certification by the Treasury Department nor has there been any statement by Treasury
that the event would not be certified. Indeed, Treasury has offered no guidance as to
whether any such determination is ever forthcoming. This situation has created some
uncertainty and confusion for policyholders, insurers and other impacted parties. A
simple and reasonable solution would be to require that a certification determination must

be made within a specified number of days after the event.

Cyber Terrorism: The threat both to national security and the economy posed by cyber
terrorism is a growing concern for governments and businesses around the world, with
critical infrastructure, such as power plants, transportation, and communication
infrastructure at risk.'” The Department of Homeland Security received reports of some
198 attacks on critical infrastructure systems in the U.S. in 2012, a 52 percent increase on

2011

Former U.S. Homeland Security Secretary Janet Napolitano recently warned that a
“cyber 9/11” could happen imminently and noted that critical infrastructure ~ including

A v . G
water, electricity and gas — is very vulnerable to such a strike. [

' Cyber Risks: The Growing Threat, Robert P, Hartwig and Claire Wilkinson, Insurance Information
Institute, April 2013.

® ds Hacking Against U.S. Rises, Fxperts Try to Pin Down Motive, the New York Times, March 3, 2013
¥ Napelitano warns of risk of major cyber attack, Newsday, January 24, 2013,
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Earlier, in an October 2012 speech then U.S. Defense Secretary Leon Panetta warned that
the United States was facing a possible “cyber Pearl Harbor™ scenario, and increasingly
vulnerable to foreign cyber attacks on its critical infrastructure networks. Such attacks are
targeting the computer control systems that operate chemical, electricity and water plants

and transportation networks, Panetta said.

Summary

In the twelve years since the tragedy of the September 11, 2001 terrorist attack on the
United States, much has been learned about the nature of terrorism risk and its
insurability. There is no question that the Terrorism Risk Insurance Act and its
successors brought much needed stability to the market in the aftermath of the most
costly insurance loss in global history. In the decade since, private sector insurers,
reinsurers and the federal government have successfully partnered with one another in
order to maintain that stability, providing tangible benefits for businesses large and

small—and their employees—all across America.

The looming expiration of the TRIA at the end of 2014 brings to a head the question of
whether terrorism risk is now, or ever will be, a risk that can be managed entirely within
the private sector. The evidence, both in the United States and from similar programs
abroad, is that market stability in terms of both pricing and availability of terrorism
coverage, as well as the ability to maintain adequate and expanding levels of capacity
over time, are contingent on the continued existence of the Terrorism Risk Insurance

Program,

Thank you for vou for the opportunity to testify before the Committee today. 1 would be

happy to respond to any questions you may have.
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Exhibit 3 }
Terrorism in&

By Year, 2003-2012
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Requirement | Definition

Estimable sinsurance requires large
Frequency number of observations to
develop  predictive rate-
making models (an actuarial
concept known as credibility)
Estimable eMaximum possible/ probable
Severity loss must be at least

estimable in order to minimize
“risk of ruin” (insurer cannot
run an unreasonable risk of
insolvancy though assumption
of the risk)

Source: Insurance Information institute

Exhibit4g
Terrorism Violat
Requirements
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The April 15, 2013 bombing near the finish line at the Boston Marathon marked the
first successful terrorist attack on U.S. soil in more than a decade. The attack left
three dead and 264 injured.

Three days after the bombing, the suspects—brothers Dzhokhar and Tamerian
Tsarnaev—took to the streets, killing a police officer, carjacking a vehicle, and
engaging in a shootout with police in the Boston suburb of Watertown, which left
another police officer injured and ultimately left Tamerlan Tsarnaev dead. Suspect
Dzhokhar Tsarnaev escaped, but was eventually found hiding in Watertown where
he was arrested on the evening of April 19, after an unprecedented manhunt and
shutdown of a major city, during which millions of residents had to remain indoors
and Boston’s entire public transportation system and most businesses were
shuttered.

Dzhokhar was charged on April 22 with using and conspiring to use a weapon of
mass destruction resulting in death and with malicious destruction of property
resulting in death. The ongoing investigation is heing led by the Federal Bureau of
Investigation (FBI). However, among the facts to emerge so far are that the
Tsaruaev brothers planned additional attacks, specifically in New York City’s Times
Square.

The Boston Marathon attack—twin explosions of pressure cooker bombs occurring
within 12 seconds of each other in the Back Bay downtown area—adds to a growing
list of international terrorism incidents that have occurred since the terrorist attack
of September 11, 2001.

The 2002 Bali hombings, the 2004 Russian aircraft and Madrid train bombings,
the London transportation bombings of 2005 and the Mumbati attacks of 2008 all
had a profound influence on the 2001 to 2010 decade. Then came 2011, a landmark
year, which simultaneously saw the death of al-Qaida fouuder Osama bin Laden
and the 10-year anniversary of September 11.

While the loss of biu Laden and other key al-Qaida figures put the network on a
path of decline that is difficult to reverse, the State Department warned that al-
Qaida, its affiliates and adherents remained adaptable and resilient, and constitute
“an enduring and serious threat to our national security.”

The Bostonr bombing serves as an important reminder that countries also face
homegrown terrorist threats from radical individuals who may be inspired by al-
Qaida and others, but may have little or no actual connection to militant groups.
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In a recent press release, catastrophie modeler RMS assesses that the U.S. terrorist
threat will increasingly come predominantly from such homegrown extremists,
who due to the highly decentralized structure of such “groups” are difficult to
identify and apprehend.

Until the Boston bombing, many of these potential attacks had been thwarted, such
as the 2010 attempted car bomb attack in New York City’s Times Square and the
attempt by Najibullah Zazi to bomb the New York subway systemn (Figure 1).
Other thwarted attacks against passenger and cargo aircraft indicate the ongoing
risk to aviation infrastructure.

Figure 1

ENTLY THWARTED TERRORIST ATTACK ATTEMPTS IN THE U8,

Quazi Mohammad Rezwanui Ahsan Nafis arrested in plot to blow up
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2012 BD A :
hay. 201 B und the anniversary of bin Laden’s death

airfine
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June 22, 2011 Seattle, WA
May 160N

February 23,
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November 28, 2010 Portland, OR

May 1, 2010

! Bombings at the Boston Marathon Raise Specter of Homegrown Terrorism, RMS press release, April 24, 2013,
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A 2012 report from the U.S. Department of State highlighted the changing nature
of the global terrorism threat, noting that the total number of worldwide terrorist
attacks in 2011 was more than 10,000 in 7¢ countries, resulting in more than
12,500 deaths.® While large, that figure represents a drop of 12 percent from 2010,
More than 75 percent of the world’s attacks occurred in South Asia and the Near
East, and 85 percent of attacks in these regions occurred in just three countries:
Afghanistan, Iraq and Pakistan.

Counterterrorism success in 2011 came as a number of countries across the Middie
Fast and North Africa saw political demonstrations and social unrest. The
movement known as the Arab Spring was triggered initially by an uprising in
Tunisia that began back in December 2010. Unrest and instability in this region
continues in 2013.

Meanwhile, the July 2011 attack by a lone right-wing extremist in Norway—a
country rarely targeted in the past—that left more than 70 people dead and dozens
injured, underscores the inability of any country to escape from terrorism, the State
Department notes.

Another evolving threat is cyberterrorism. The threat both to national security and
the economy posed by cyberterrorism is a growing concern for governments and
businesses around the world, with critical infrastructure, such as nuclear power
plants, transportation and utilities, at risk.

All these factors suggest that terrorism risk will be a constant, evolving and
potentially expanding threat for the foreseeable future.

The looming expiration at the end of 2014 of the government-backed Terrorism
Risk Insurance Program Reauthorization Act (TRIPRA) is also prompting

2 Country Reports on Terrarism 2011, U.S, Department of State, Juty 31, 2012,
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increased dialogue between industry and government about terrorism risk, a
discussion that has gained critical importance in the wake of the Boston bombing.

THE IPACT OF 9711 ON INSURERS

For property/casualty insurers and reinsurers, the impact of the terrorist attack of
September 11, 2001, was substantial, producing insured losses of about $32.5
billion, or $42.1 billion in 2012 dollars. Losses were paid out across many different
lines of insurance, including property, business interruption, aviation, workers
compensation, life and Hability (Figures 2 and g). The loss total does not include
the March 2010 settlement of up to $657.5 million anuounced by New York City
officials and plaintiffs’ lawyers to compensate about 16,000 workers whose health
was damaged during the rescue and cleanup at the World Trade Center, or any
subsequent settlements (see later section: Gronnd Zero Workers and Health
Claims).

Figure 2
SEPTENMBER 41 NDUSTRY LOSS ESTIMATES?

Current insured Loss Estimate: $32.5 billion in 2001 doliars
{2001 $ hitlions}
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*Loss {otal does not include NYC March 2010 settiement of up 1o $657.5 milfion to compensate about 10,000
Ground Zero workers.

Source: Insurance information Institute.
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Figura 3

Loss Distribug . .
from Sep! R

Life  roperty -
WTC 1 & 27
Qther $1.3 (3%) $4.8 {11%) Property -
Liability $5.2-, ) - Other
(12%)

7.8 (19%)

Aviation
Liability —.
$4.5 (11%) Biz
Event e —Interruption
Canceltation—~" ! Workers $14.2 (33%}
$1.3 (3%) Aviation Hul! Comp
$0.6 (2%) $2.3 (6%)

Total insured Losses Estimate: $42.1B

*Loss total does not inglude March 2010 New York City settiement of up to $857.6 milion to compensate
approximately 10,000 Ground Zero workers of any subsequent settiements,

Source: insurance Information Institute.

A total of 2,976 people lost their lives in the September 11, 2001 terrorist attacks in
New York, Washington, D.C., and Pennsylvania, excluding the 19 hijackers. It
remains the worst terrorist attack on record in terms of fatalities and insured
property losses, which totaled about $24.6 billion (in 2012 dollars) (Figure 4}). In
the more than 10 years since 9/11 insurers have paid out many billions of dollars
for other catastrophes, but until Hurricane Katrina in 2005 when insurers paid
claims totaling more than $40 billion, 9/11 was the largest loss in the global history
of insurance. By way of reference, superstorm Sandy, which impacted the
Northeast United States including the New York metropolitan area, produced $18.6
billion in private insured losses.
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As construction progresses on one World Trade Center (ak.a. Freedom Tower)
insurance claims dollars continue to play an essential and highly visible role in
rebuilding lower Manhattan. The many billions of dollars in insurance payouts
have also mitigated the overall economic impact of the g/11 attack—estimated
initially by the Milken Institute as approaching $2zo0 billion overall.

Before 9/1t terrorism exclusions were virtually nonexistent in commercial
insurance contracts sold in the United States. Following the attack, insurers moved
to exclude coverage. Only when the Terrovism Risk Insurance Act (TRIA) was
enacted by Congress in November 2002 did coverage for tervorist attacks resume.
TRIA established a public/private risk-sharing partnership that allows the federal
government and the insurance industry to share losses in tbe event of a major
terrorist attack. The program is designed to ensure that adequate resources are
available for businesses to recover and rebuild if they become the victims of a
terrorist attaek.

Sinee its initial enactment in 2002 the terrorism risk insurance program has been
revised and extended twice. The most recent extension-—-the Terrorism Risk
Insurance Program Reauthorization Aet of 2007 (TRIPRA)—ensures its
continuation until December 81, 2014, However, the portion of the loss insurers
would pay in the event of a terrorist attack has increased significantly over the
years. Insurers are also solely responsible for terrorism losses that impact non-
TRIA lines, such as private passenger auto and homeowners insurance and group
life. Less than half of the property/casnalty insurance premiums are written in lines
of insurance backstopped by TRIPRA 2

By all accounts the terrorism risk insurance program is an unqualified success—a
rarity among federal programs-—that has achieved all its goals.* The program not
only succeeded in restoring stability to the country’s vital insurance and
reinsurance markets in the wake of the unprecedented market dislocations
assoclated with September 11, 2001, terrorist attack, but it continues to deliver
substantive, direct benefits to businesses, workers, consumers and the economy
overall—all at little or no cost to taxpayers.

More recently, provisions of the terrovism risk insurance program have again come
under attack. For example, the Obama administration’s 2011 budget plan included

777-2587.

“ TRIA at Ten Years: The Future of the Terrarism Risk Insurance Program. Testimony of Robert P. Hariwig, Insurance
information Institute (1.1.1.) before the House Financial Services Subcommittee on insurance, Housing, and Community
Opportunity, September 11, 2012,
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a proposal seeking to scale back federal support for the program, though the
administration’s latest 2014 budget proposal did not include a cut for the program.

FUTURE OF TRIPRA AND INBURANGE IMPLICATIONS

The government-backed Terrorism Risk Insurance Program Reauthorization Act
(TRIPRA) is set to expire at the end of 2014. The program’s imminent expiration is
prompting increased dialogue between industry and government, a discussion that
has gained critical importance in the wake of the Boston bombing.

A February 2013 report for Congress by the Congressional Research Service (CRS)
noted that since TRIA’s passage, the private industry’s willingness and abiity to
cover terrorism risk have increased.s Prices for terrorism coverage have generally
trended downward, and some 60 percent of commercial policyholders have
purchased coverage over the past few years. However, since this relative market
calm has been under the umbrella of TRIA coverage, CRS said it was unclear how
the insurance market would react to the expiration of the federal program.

Reinsurance broker Guy Carpenter notes that should TRIPRA not be extended, it
wonld expect terrorism insurance to be greatly reduced in areas of the United
States that have the most need for coverage, such as central business districts and
other high risk areas.® Even in workers compensation, where terrorisin insurance is
mandated whether or not the backstop is available, Guy Carpenter says it would
expect insurers to severely enrtail their writings of risks in areas that have the
highest risk, and therefore the greatest need for coverage.

Meanwhile, pricing for terrorism insurance could increase dramatically in a
number of metropolitan areas and for numerous venues around the U.S. As a
result, without the TRIPRA backstop, policyholder needs with regards to terrorism
insurance would not be met and many would be left to self-insure the entire risk or
portions of the risk, according to Guy Carpenter, meaning that any future terrorist
acts could have a negative impact on U.8. econemic activity. Ultimately, any
dramatic change in TRIPRA could lead to contraction in the marketplace in both
insurance and reinsurance, it concluded. It is critical to note, however, that in the
absence of the TRIPRA, backstop infrastructure, commercial buildings, shopping
malls and sporting venues outside of urhan areas are also vulnerable.

$ Terrorism Risk insurance: Issue Analysis and Overview of Current Program, Congressional Research Service {CRS).

February 26, 2013

° Tensions Building: The Changing Nature of Terrorism Risk and Coverage, Guy Carpenter, December 2012, and Future of
TRIPRA and implications on the {Re)insurance Market, GCCapitalideas.com, December 24, 2012.
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Ratings agency A.M. Best has warned that in the event TRIPRA is not extended,
insurer ratings could potentially suffer.” Specifically, A.M. Best said insurers that
currently would be materially affected by the absence of TRIPRA and that cannot
provide a sufficient action plan to reduce exposures to terrorism risks, likely will
face rating pressure as the expiration date approaches. Initially, this pressure may
result in the assignment of a negative outlook during the latter part of 2013.

Similarly, ratings ageney Fitch has said failure by Congress to extend the Terrorism
Risk Insurance Act could induce commercial insurers to retreat from larger
metropolitan areas, reducing availability of terrorism insurance and potentially
raising premium rates. “Insurers’ sophistication regarding terrorism risk has
evolved significantly since 2001, with a heightened focus on managing risk
aggregations in larger metropolitan areas. Still, the industry remains in a
challenging position in terms of modeling and underwriting terrorism-related risk,”
Fitch said.

In its 2010 report on terrorism risk insurance market conditions, the President’s
Working Group on Financial Markets noted that the program provides incentive to
property/casualty insurers and reinsurers who might not otherwise provide
terrorism insurance at current capacity levels or prices® A 200g report by
insurance broker Aon estimated that some 70 percent to 8o percent of the
commereial property insurance mavrket would revert to absclute exclusions for
terrorvism if TRIA is changed.©

HOW INGURERS TREAT TERRORISM RISK TQDAY

In the immediate aftermath of 9/11 the ability of commercial policyholders to
purchase adequate limits of terrorism coverage at affordable prices was severely
constrained, Commercial property owners and businesses were faced with
substantially reduced protection for terrorism related risks, in addition to higher
property/casualty rates overall. The situation was particularly acute for owners of
high profile “trophy” buildings located in major metropolitan areas. As a result,
many were forced to go without coverage or only partly insure their assets.

Prior to the Boston Marathon bombing, reports of property owners, retail outlets or
sporting events having problems securing terrorism coverage due to a lack of
capacity in the market were no longer making headline news. It remains to be seen

7 As Expiration of TRIPRA Approaches. Rating Pressure increases, Best's Briefing, April 1, 2013.

3

Higher Premiums if Terror tnsurance Act Not Renewed, Fitch Wire, Fitch Ratings, May 6, 2013,

® Market Conditions for Terrorism Risk insurance 2010, Report of the President's Working Group on Financial Markets.
"¢ Terrorism Update and Key Metrics Report — May 2009, Aon Risk Services.
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how the terrorigm insurance market will react to this latest event, but catastrophe
modeler RMS has said that the insurance of sports events is likely to be impacted.»

In general, insurance capacity may be more limited in certain high-risk cities for
terrorism. A 2010 report on terrorism risk insurance market conditions by the
President’s Working Group on Financial Markets noted that while the availability
and affordability of terrorism risk insurance provided by private insurers has
improved since 2006, insurance capacity remains constrained for certain high-risk
locations and properties. Some commercial insurance policyholders in high-risk
urban areas also have difficulty in obtaining coverage at sufficient limits, it said.

The PWG analysis followed a July 2008 report from the U.S. Government
Accountability Office (GAO) on the availability and affordability of terrorism
coverage in large metropolitan areas.2 It found that while commercial property
terrorism insurance appears to be available nationwide at rates policyholders
believe is reasonable, certain types of policyholders may have more difficulty
obtaining the coverage amounts they need at prices they view ag acceptable. These
policyholders ave typically owners of high-value properties in urban areas such as
Manhattan where there is a high concentration of large buildings that ave seen as
potential terrorism targets.

A 2012 report from reinsurance broker Guy Carpenter noted that unrest around the
world, including the Arab Spring protests, as well as widespread protests in Europe
and other regions, had begun to impact the terrorism {re)insurance market, not
only in terms of supply and demand, but also in terms of how risks and coverages
are defined.'s Although it described capacity in the market as abundant, Guy
Carpenter noted that eivil unrest and/or riot coverages in some international
terrorism programs were impacting several reinsurance carriers. The dramatic
increase in global unrest had caused an increased frequency of localized or
territory-specific losses in the facultative reinsurance market, Guy Carpenter said.
As this report went to press, the impact of the Boston Marathon bombing on the
market is still to be determined.

Industry data shows that the proportion of businesses buying property terrotrism
insurance (the take-up rate for terrorism coverage) has generally increased since
the enactment of TRIA in 2002, as businesses across the United States had the
opportunity to purchase terrorism coverage, usually at a reasonable cost. Take-up
rates for workers compensation terrorism coverage are effectively 100 percent as
this is a compulsory line of insurance for all businesses.

" Boston Marathon Bombing: Running Fear, RMS press release, April 17, 2013,
™ \nitial Results on Availabifity of Terrorism Insurance in Specific Geographic Markets, GAQ-08-919R, July 2008.
'S Tensions Building: The Changing Nature of Terrorism Risk and Coverage, Guy Carpenter, December 2012.
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A May 2013 report from insurance broker Marsh found that the demand for
terrorism insurance remains and the existence of TRIA plays a major role in the
availability and affordability of coverage+ The percentage of companies buying
property terrorism insurance—the terrorism take-up rate—has remained fairly
constant since 2005. In 2003, the first full year TRIA was in effect, the take-up rate
was 27 percent, but has since increased steadily, remaining in the low 6a percent
range since 2009 (Figure 5).

Figure &
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The companies surveyed by Marsh that bought terrorism coverage came from every
industry sector. Of the 17 segments surveyed, media companies were most likely to
include terrorism coverage as part of their property insurance in 2012, with the
highest take-up rate, 81 percent, of any industry segment. Companies in the heaith
care, financial, education and public entity sectors also had high take-up rates of
above 70 percent, Marsh said.

Property terrorism insurance rates typically decrease as the size of the company
increases, Marsh noted. Since 2010, companies with total insured value (TIV) less
than $100 million experienced moderate median rate decreases, from $54 per

" Marsh Mariet Update: 2013 Temorism Risk Insurance Report, May 2013.
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million in 2010 to $49 per million in 2012, However, their terrorism premium rates
remained significantly higher than those of larger companies.

Median rates for the largest companies stood at $19 per million in 2o12. According
to Marsh, this is generally in keeping with overall insurance pricing patterns.
Larger companies typically purchase more insurance, which leads to lower rates
compared to those for smaller companies.

A stand-alone market for terrorism insurance coverage also exists. The stand-alone
market is an important alternative and/or supplement to TRIA coverage for some
companies.

In its May 2013 report, Marsh noted that demand for terrorism and political
violence insurance coverage has grown in the Middle East, Asia and North Africa
following the so-called Arab Spring.

The stand-alone property terrorism insurance market offers coverage for both
TRIA-certified and noncertified risks and enables companies to tailor capacity to
their coverage needs. The primary industry segments purchasing stand-alone
potlicies were the hospitality sector, large real estate firms and financial institutions.
Lesser, but still gignificant, amouwnts were purchased in the retail, media,
transportation, public entity and utilities segments.

Capacity in the stand-alone terrorism insurance market has increased considerably
for exposures outside central business distriets, according to Marsh,

Marsh estimates approximately $750 million to $2 billion per risk in stand-alone
capacity is available to companies that do not have sizeable exposures in locations
where insurers have aggregation problems. Capacity excess of $2 billion is available
but more costly.

For locations where stand-alone insurers have aggregation issues, the estimated
market eapacity is approximately $850 million or Tower iu some cases. Additional
capacity can be accessed, but typically at significantly higher rates.

The primary buyers of stand-alone policies have been hospitality companies, large
real estate firms and financial institutions, according to Marsh. Retail companies,
media entities, transportation, public entities and utilities also purchased stand-
alone terrorisin policies, but in lesser amounts. Companies with overseas exposures
often look to the stand-alone market to provide solutions not satisfied by local
government terrorism insurance schemes.
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The latest extension to the terrorism rigk insurance program which eliminates any
distinction between domestic or foreign acts of terrorism in the definition of a
certified act of terrorism has also acted as an impetus for stand-alone markets to
offer more competitive terms and conditions to insureds.

ESTIMATING POTENTIAL TERRORISM LOSRES

The fact that acts of terrorism are intentional and that the frequency and severity of
attacks cannot be reliably assessed makes terrorisin risk extremely problematic
from the insnrance standpoint. Many insurers continue to guestion whether
terrorism risk is insurable. Large segments of the economy and millions of workers
are exposed to significant terrorism risk, but the ability to determine precisely
where or when the next attack may occur is limited, as is the ability to predict the:
type of attack.

At any given time, there is a range of viewpoints among industry analysts and
national security experts on where the terrorist threat is highest and which country
or location is most at risk. When it comes to estimating losses from potential
terrorist attacks there also appears to be significant variability in outcomes,
underscoring the degree of uncertainty associated with potential terrorist attacks.

Despite the differing viewpoints, the overall consensus appears to be that terrorism
risk is an ongoping, and in some cases growing, threat. Here are some of the maost
recent projections and predictions on the terrorism threat:

»  Unrest in Middle East: Since the end of 2010, political demonstrations
and unrest have swept across more than a dozen countries in the Middle East
and North Africa (MENA) region, including Algeria, Bahrain, Egypt, Iran,
Iraq, Jordan, Knwait, Libya, Morocco, Oman, Saudi Arabia, Syria, Tunisia
and Yemen. The movement known as the Arab Spring was initially sparked by
an nprising in Tunisia that began in December 2010, and ultimately led to the
resignation of the country’s president just three months later. The protests
then spread to other countries, challenging numerous political regimes and
leaderships, and leading to increased tensions in a potentially volatile region
of the world. Unrest and instability in this region continues in 2013,

= Homegrown Terrorist Threat: Catastrophe madeler RMS notes that the
Boston bombing is a strong reminder of the homegrown terrorism threat in
the United States.’s While the two brothers who are suspected to be behind
the attack ave of Chechen descent and one of them had in recent years visited
Chechnya, both had been living in the U.S. for almost a decade and follow a

i Bombings at the Boston Marathon Raise Specter of Homegrown Terrarism, RMS press release, April 24, 2013.
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pattern of homegrown jthadi terrorism. RMS assesses that the U.S. terrorist
threat will increasingly come predominantly from such homegrown
extremists and notes that due to the highly decentralized structure of such
“groups”, they are difficult to identify and apprehend. RMS also states that
the technieal expertise of such homegrown operatives will he limited, so
simple conventional attacks such as JEDs will remain the preferred weapon of
choice. While such weapons have limited range, they potentially can cause
significant property damage and inflict numerous casualities. Such attacks will
oceur in densely populated areas, at a time of day selected to cause the most
damage and fatalities, RMS predicts. Also in April and May 2013, a spate of
letters laced with ricin, one of which was addressed to President Barack
Obama, were intercepted at mail facilities in Washington, D.C., and New York
City.

= Transit System Threat: An alleged terrorist plot to blow up a New York to
Toronto passenger train was recently foiled by Canadian law enforcement
officials and two suspects with links to Al-Qaeda arrested. The planned attack
has renewed concerns over the potential terrorist threat to mass transit
systems. Following the March 29, 2010, attacks by suicide bombers on the
Moscow subway that killed 39 people, New York City Mayor Michael
Bloomberg announced that the New York City Police Department (NYPD)
had stepped up its patrol of the subways.

=  Maritime Threat: Experts warn that maritime piracy terrorism continues
to pose a formidable threat. On February 9, 2011, the Irene Si, a Greek-
flagged very large crude carrier (VLCC) bound for the United States and
carrying about 2 million barrels of crude oil worth an estimated $200 million
was hijacked by Somali pirates off the coast of Oman in the northern part of
the Arabian Sea. INTERTANKO managing director Joe Angelo said the
hijacking marked a significant shift in the impact of the piraey crisis in the
Indian Ocean: “The piracy situation is now spinning out of control into the
entire Indian Ocean right to the top of the Arabian Sea over 1,000 miles from
the coast of Somalia.... If piracy in the Indian Ocean is left unabated, it will
strangle these crucial shipping lanes with the potential to severely disrupt oil
flows to the U.,S. and to the rest of the world.”

»  Country Risk: A global ranking of 197 countries by risk analyst Maplecroft
published in June 2012 identifies Yemen, Somalia and Afghanistan as the
countries posing the most severe risk from terrorist attacks. Localized
insurgencies in the growth economies of Nigeria, the Philippines, Turkey,
India and Russia, meanwhile, see them featured among 18 countries
classified “extreme risk.” Maplecroft’s research also reveals that between
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September 2011 and August 2012, the 10 most at-risk states accounted for 87
percent of worldwide terrorist attacks (7,765 of the 8,927 logged by
Maplecroft and the Worldwide Incidents Tracking System (WITS), while also
suffering 85 percent of the 15,219 fatalities recorded over the same period.

= Regional Terrorism Threat: Aon’s 2013 Political Risk Map measures
political risks, political violence and terrorism in 163 countries and territories
to help companies assess the risk levels of exchange transfer, legal and
vegulatory risk, political interference, political violence, sovereign nom~
payment and supply chain disruption. For 2013, the map shows an increase
in the number of countries with upgraded political risk ratings (where the
overall country or territory risk is rated lower than the previous year). Some
13 conntries were upgraded in 2013, compared to three in 2012, The 2013
map also shows only 12 countries experiencing downgrades compared to 21 in
2012, Countries downgraded in 2013 were: Algeria, Cameroon, Chad,
Fthiopia, Madagascar, Mali, Namibia, Moldova, Turkmenistan, Urbekistan,
Panama and Paragnay.

THE CYBER TERRORISM THREAT

The threat both to national security and the economy posed by cyber terrorisim is a
growing concern for governments and businesses around the world, with critical
infrastrncture, such as nuclear power plants, transportation and utilities at risk.®

U.8. Homeland Security Secretary Janet Napolitano recently warned that a major
cyber attack is a looming threat that could have the same type of impaet as
superstorm Sandy, knocking ont power to a large swathe of the Northeast.

Napolitano said a “cyber 9/11” could happen imminently and noted that critical
infrastructure~—inciuding water, electricity and gas—is very vuluerable to such a
strike.”

Earlier, in an QOctober 2012 speech U.8. Defense Secretary Leon Panetta warned
that the United States was facing a possible “cyber Pearl Harbor” scenario, and
increasingly vulnerable to foreign cyber attacks on its critical infrastructure
networks,

Such attacks are targeting the computer control systems that operate chemical,
electricity and water plants and transportation networks, Panetta said:

'8 Gyber Risks: The Growing Threat, March 2013, Robert P. Hartwig and Claire Wilkinson, insurance information institute

[RAD]

7 Napolitano wams of risk of major cyber aftack, Newsday, January 24, 2013,
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“An aggressor nation or extremist group could use these kinds of cyber
tools to gain control of critical switches, They could, for example,
derail passenger trains or even more dangerous, derail trains loaded
with lethal chemicals.

They could contaminate the water supply in major cities or shutdown
the power grid across large parts of the country.”

. Panetta’s speech came in the wake of a cyber attack in August 2012 on state oil
company Saudi Arameo, which infected and rendered useless more than 30,000
computers.

The Department of Homeland Security received reports of some 198 attacks on
critical infrastructure systems in the U.S. in 2012, a 52 percent increase on 2011.%8

In 2011, a report from the Pentagon concluded that computer sabotage coming
from another country can constitute an act of war." It noted that the Laws of
Armed Conflict—which guide traditional wars and are derived from various
international treaties such as the Geneva Convention—apply in eyberspace as in
traditional warfare.

A recent survey conducted by Tenable Network Security found that the majority of
Americans fear that cyber warfare is imminent and that the country will attack or
be attacked in the next decade.z

An overwhelming 93 percent of respondents to the survey believe that U.S.
corporations and businesses are at least somewhat vulnerahle to state-sponsored
attacks. And 95 percent believe U.S. government agencies themselves are at least
somewhat to very, vulnerable to cyber attacks.

Some 94 porcent of survey respondents also say they support the President having
the same level of authority to react to cyber attacks as he bas to respond to physical
attacks on the country.

The survey also revealed conflicting results about whether the public or private
sector should be held accountable for protecting corporate networks.

™8 As Hacking Against U.S. Rises, Experts Try fo Pin Down Motive, the New York Times, March 3, 2013
*® Cyber Combat: Act of War, by Siobhan Gorman and Juiian E. Barnes, the Wall Street Journal, May 30, 2011.
. 2 Tenable Network Security survey, February 2013,
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Some 66 pereent of respondents believe corporations should be held responsible
for evber breaches when they occur. But an almost equal number of Americans—62

percent-say government should be responsible for protecting U.S. businesses
from cyber attacks.

Recent high profile attacks, such as the sabotaging of Iran’s nuclear program via
the Stuxnet computer worm, malicious infiltration attempts by China and the
reported targeting of an Illinois water utility by a remote cyber attack from Russia,
highlight the capability and breadth of the cyber risk (Figure 6).
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A recent study by the Ponemon Institute in collaboration with Bloomberg
Government estimated private sector spending on cyber security at roughly $8c
billion in 2011, but noted that this was not nearly enough.

The study found that “utilities, banks and phone carriers would have to spend
almost nine times more on cyber security to prevent a digital Pear]l Harbor from
plunging millions into darkness, paralyzing the financial system or cutting
commnnications,” according to a report by Bloomberg News.# Its findings were

# Cybersecurity Disaster Seen in the U.S. Survey Citing Spending Gaps, by Eric Engleman and Chris Strohm, Blcomberg
News, January 31, 2012
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based on interviews with technology managers from 172 U.S. organizations in six
industries and government.

TERRORISM RISK INBURANCE PFROGRAM: STRUCTURE AND COVERAGE

The Terrorism Risk Insurance Act of 2002 was adopted by Congress to ensure the
widespread availability and affordability of property and casualty insurance for
terrorism risk. The act provides a temporary program, or “backstop” for incurred
losses resulting from certain acts of terrorism.

The act was extended in 2005 for two years and again in 2007 for another seven
years, through December 2014, under the Terrorism Risk Insurance Program
Reauthorization Act of 2007 (TRIPRA). Both extensions of the act changed some
components of the program, increasing the portion of the loss insurers would pay
in the event of a terrorist attack and reducing the types of commereial insurance
covered hy the program.

It is important to note that the program provides no coverage for personal lines
insurers, reinsurers and group life insurance losses {see below).

The major provisions of the terrarism risk insurance program are as follows:

» Make available requirement: Only commercial insurers and causes of
loss specified in the underlying policies are covered under the program and
required 1o make coverage available, Residual market insurers such as
workers compensation pools, captive insurers and risk retention groups are
also covered. Personal lines insurers and reinsurers are not covered; neither
are group life insurance losses. Most types of commercial insurance lines
were covered under the original legislation, except for some specialty
coverages such as medical malpractice and crop insurance. Under the 2005
extension, certain additional lines are now excluded:

o Commereial automobile

o Burglary and theft

o Surety

o Professional Hability, except for directors and officers liability
o Farm owner multi-peril insurance

»  Definition of a certified act of terrorism: The 2007 extension expanded
the definition of a certified act of terrorism to eliminate any distinction
between domestic or foreign acts of terrorism, The original act covered only
acts of foreign terrorism on U.S. soil.
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Triggering event: The threshold for the program te go into effect rose from
$5 million under the original act to $50 million after March 2006. In 2007,
the triggering event threshold rose to $100 million and remained there under
TRIPRA. Federal funds will be paid out only in the event of a terrorist act that
produces total nsurance industry losses above this threshold.

Program cap: The program is capped at $100 billion per year for insured
losses (federal and insurer combined)., A provision in the law requires the
U.S. Department of the Treasury to establish a process for the allocation of
pro-rata payments in the event that terrorism-related insured losses exceed
the federal government’s annual $100 billion cap. The law states that no
insurer may be required to make any payment for insured losses in excess of
its deduetible and its share of insured losses.

Individual insurer deductibles: The amount of terrerism losses that an
individual insnrer must pay before federal assistance becomes available. The
level rose to 20 percent of an insurer’s direct earned premiums for
commercial property/casualty insurance in 2007 where it currently remains
(up from 17.5 percent in 2006 and 15 percent in 2005).

Co-payments: The share of losses that insurers pay above their individual
retentions rose to 15 percent in 2007 where it remains today, up from 10
percent in 2006.

Industry retention level: The industry as a whole must cover a certain
proportion of the losses through deductibles and copayments before federal
assistance kicks in. This amount rose to $27.5 billion in 2007 where it
vemains today, up from $25 hillion in 2006 and $15 billion in 2005 (Figure
7). If the insured loss is less than the $27.5 billion threshold, the federal
government can recoup the difference between the actual amount it paid and
the required retention. This comes via a surcharge on commercial insurance
policyholders not to exceed 3 percent of premium for insurance coverages
that fall under the program. If the insured loss exceeds this threshold, federal
expenditures may be recouped for amounts in excess of the threshold at the
discretion of the Secretary of the Treasury.



127

INSURBARCE
INEORMATION
INSTITUTE

Flgure ¥
INSURANCE INDUSTRY RETENTIONS UNDER TRIA AND ITS SUCCESSORS
{$ Billions)

$35

$30

$27.5
$25.0

$25

520

$ Billions

$15.0
§15

$10.0
$10

35

$0 L i e
Year 4 {2003}  Year 2{2004}  Year 3 {2005) Year 4 {2006)  Year 5+ (2007-
2014)

SBource: Insbrance Information Institute

FEDERAL ROLE IN TERRORIGM INSURANCE

The Obama administration’s 2011 budget plan had included a proposal seeking to
scale back federal support for the terrorism risk insurance program. Its justification
was that this would “encourage the private sector to better mitigate terrorisim risk
through other means, such as developing alternative reinsurance options and
building safer bunildings.” The proposal projected savings of $249 million in the
conrse of the following 10 years as a result of the reduction in federal support.
However, no planned cuts to the program were inclnded in- the administration’s
2014 budget plan. :

Industry observers noted that any attempts to modify the program would have a
detrimental effect on the availability and affordability of terrerism insurance—
problems that the program was designed to end.

Studies by various organizations, including the University of Pennsylvania’s
Wharton School Risk Center, the RAND Corporation and the Organization for
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Eeonomije Co-operation and Development (OECD), have supported the idea of a
substantive federal role in terrorism insurance. In particular, the Wharton School
found that TRIA has had a positive effect on availability of terrorism coverage and
also has significantly contributed to reducing insurance premiums.2* The OECD
notes that thus far the financial markets have shaown little appetite for terrorism
risk,

Terrorism Risk Insurance Programs in Other Countries

A numher of countries have established their own terrorism risk insurance
programs and these have operated successfully, often for many years. Australia,
Austria, Belgium, France, Germany, the Netherlands, Spain, Switzerland and the
United Kingdom have all created programs to cover terrorism in the event of an
attack on their own soil (Figure 8).

In 1993, the British government formed a mutual reinsurance pool for terrorist
coverage following acts of terrorismm by the Irish Republican Army. Insurance
companies pay premiums at rates set by the pool. The primary insurer pays the
entire claim for terrorist damage but is reimbursed by the pool for losses in excess
of a certain amount per event and per year. This is based on its share of the total
market. The maximum industry retention increases annually per event and per
year. Following 9/11, coverage was extended to cover all risks, except war,
including nuclear and biological contamination, aircraft impact and flooding, if
caused by terrorist attacks., The British government acts as the reinsurer of last
resort, guaranteeing payments above the industry retention,

* Evaluating the Effectiveness of Terrorism Risk Financing Solutions, Howard C. Kunreuther and Erwann O, Miche!-Kerjan,
September 2007, Nationa! Bureau of Economic Research.
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Fire Following

State law has also addressed the issue of terrorism cover. Before g/11, 31
jurisdictions had laws that required that property policies be based on the 1943
New York Standard Fire Policy (SFP). The SFP does not exclude fire following
terrorism and, prior to 2003, the SFP did not permit this exclusion with the result
that a polieyholder who had rejected terrorism coverage under TRIA would still
have coverage for fire following an act of terrorism. Currently, this is still the case
in just a handful of states.

However, since 2003, some states have revised their SFP statutes to permit
exclusions of fire following terrorism under certain circumstances. Thus, for a
policyholder who has rejected terrorism coverage under TRIA, in these states there
might be no coverage or limited coverage for fire resulting from an act of terrorism.
Many states do not have a standard fire policy statute or have SFPs that
unconditionally exclude fire fellowing terrorism. In these states there is no
stipulated coverage for fire following terrorism.

NUCLEAR, BICLOGICAL, THEMICAL AND RADIOLOGICAL (NBOR) THREAT

Acts of terrorism have the potential to be large, destabilizing events, giving rise to
losses of an unquantifiable size and severity. Potential terrovism scenarios often
include the likely impaet of an incident involving weapons of mass destruction
(WMD).

As recently as January 2010 the U.S. Government Accountability Office (GAO}
stated that a terrorist’s use of either a radiological dispersal device (RDD)—
frequently referred to as a *dirty bomh”—or an improvised nuclear device (IND) to
release radioactive materials into the environment could have devastating
consequences.?t It noted that the consequences of a terrorist attack using an RDD
or IND would include not only loss of life but alse enormous psychological and
economic impacts.

An April 2006 study by the American Academy of Actuaries explored the insured
losses that nuclear, biological, chemical and radiological (NBCR) incidents might
give rise to in four U.S. cities, It estimated that in New York a large NBCR event
could cost as much as $778.1 billion, with insured losses for commercial property at
$158.3 billion and for workers compensation at $483.7 billion. A loss of this
magnitude Is more than three times the size of the commercial P/C insurance
industry’s claims-paying capacity. The three other U.S. cities included in the
analysis were Washington, DC; San Francisco, CA; and Des Moines, [A.

= Combating Nuclear Terrorism: Actions Needed to Better Prepare to Recover from Possible Attacks Using Radiological or
Nuctear Materiats, Government Accountability Office (GAD), January 2010, GAD-10-204.
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Nuclear, biological, chemical and radiological attacks are another example of
catastrophic events that are fundamentally uninsurable due to the nature of the
risk. The Terrorism Risk Insurance Program Reauthorization Act of 2007
(TRIPRA) did not include an earlier controversial provision that would have
required insurers to make available coverage for NBCR attacks. There are long-
standing restrictions regarding war coverage and NBCR events in both personal
and commercial insurance policies.

However, a June 2010 report by Guy Carpenter noted that some two-thirds of
reingurance markets surveyed are now offering coverage for NBCR events,
reflecting a true evolution in underwriting appetite since 9/11.2* An increasing
number of reinsurers have entered the market over the last few years, offering new
solutions for various large-scale risks such as airports, industral plants, sports
stadiums and shopping centers, Guy Carpenter said. It noted that costs of coverage
vary depending on a number of factors, including geographical spread of risk, the
location and type of exposure, proximity to other risks and the program’s structure
{e.g. limit and deductibles).

The reauthorization of the terrorisin risk insurance program in 2007 directed GAO
to review: the extent to which insurers offer NBCR coverage; factors that contribute
to the willingness of insurers to provide NBCR coverage; and policy options for
expanding coverage for NBCR risks. In its report, GAO said that commercial
property/casualty insurers generally still seek to exclude NBCR coverage per long-
standing exclusions for nuclear and pollution risks, although such exclusions may
be subject to challenges in court because they were not specifically drafted to
address terrorist attacks,2s

GAO noted that commercial property/casualty policyholders, including companies
that own high-value properties in large cities, generally reported that they could
not obtain NBCR coverage. Unlike commercial P/C insurers, workers
compensation, group life and health insurers reported providing NBCR coverage
because states generally do not allow them to exclude these risks. GAO reviewed
several proposals but made no recommendations on the NBCR issue.

f“ Terrorism: Reinsurers Standing By, Guy Carpenter, June 2010.
B Terrorism insurance: Status of Coverage Availability for Attacks Invoiving Nuclear, Biological, Chemicat or Radiological
Weapons, U.§. Gavernment Accountability Office {GAQ), December 2008,
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AVIATION INSURANCE FOR TERRORISM RISKS

Avigtion insurance for terrorism risks continues to be an issue of concern for
countries around the world. The attempted Christmas Day 2009 attack on a
Northwest Airlines flight from Amsterdam to the United States by Umar Farouk
Abdulmutallab, who allegedly tried to detonate plastic explosives hidden in his
underwear, is one of the latest reminders that terrorists continue to look for
opportunities to target international aviation.

Airlines are required to have passenger and third-party liability insurance coverage
in order to receive landing rights and as a condition for leases, so the cancellation
of insurance cover could affect the industry’s ability to operate.2® In the wake of
9/11, there was a complete withdrawal of coverage for acts of war, terrorism and
related perils. As a result a number of governments stepped in and established
schermes to temporarily fill the coverage gap. Since then, the private market has
partially reinstated coverage, though at a significantly higher cost.

Some countries, like the United States, assist airlines in insuring war risks. The
Federal Aviation Administration (FAA) began issuing premium third party Hability
war risk insurance to U.S. air carriets in the wake of 9/11, The Homeland Security
Act of 2002 (HAS) and suhsequent legislation mandated the expansion of war risk
insurance coverage to include hull loss and passenger liability and required
continued provision of the insurance.

The program has been extended scveral times. As of October 1, 2012, the FAA
Aviation Insurance Program Office provides war risk hull loss, as well as passenger
and third party liability insurance to regularly scheduled U.S. air carriers for the
peried through Septemher 30, 2013.

THE LIABILITY FACTOR

Another distinguishing feature of terrorist attacks is their ability to generate
enormous liability losses in addition to physical losses. In the immediate aftermath
of 9/11 it became clear that thousands of victims and their families were prepared
to litigate to recover econmomic and non-ecomomic (e.g., pain and suffering,
emotional distress, ete.) damages.

To minimize the likelihood of a wave of liability claims against the airlines and
other likely litigants in the days following 9/11, Congress established the Victims
Compensation Fund (VCF). The program was designed to provide a no-fault
alternative to tort litigation for these individuals or relatives and provided
compensation for losses due to personal physical injnries or death.

2 Giobal Terror Update 2009, Guy Carpenter.
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By the time the VCF ceased operations on June 15, 2004, it had processed nearly
7,400 claims for death and physical injury and provided around $7 billion in
payments to families of 9/11 victims, In return, vietims’ families were required to
give up the right to sue the airlines, government agencies or other entities they
perceived as responsihle parties,

TRIA and its extension legislation contain no provision for handling lability claims
in future, As a result, the impact of tort claims following another major terrorist
attack on U.8. soil has the potential to be enormous. It is worth nothing that even
with the VCF a substantial number of lawsuits were filed in the wake of g9/11. For
example, recent media reports suggest that settlements have been reached in 93 of
96 wrongful death and injury lawsuits related to 9/11 and submitted to Federal
Distriet Court in Manhattan. Although the amounts are confidential, reports cite a
document showing that the defendants have paid out a total of $500 million.»

Ground Zero Workers and Health Claims

In addition to the direct Hability costs associated with terrorist attacks, ailments
and illnesses contracted by workers involved in post-attack rescue and clean-up
activities can increase liability losses by hundreds of millions of dollars. These
types of suits will add hundreds of millions of dollars to the final cost of a major
terrovist attack.

In November 2010, more than 10,000 workers whose health was damaged during
the rescue and cleanup at the World Trade Center approved a settlement of at least
$625 million with New York City officials. For the settlement to take effect at least
95 percent of the plaintiffs had to agree to its terms. The settlement would have
paid out $712.5 million if all of the plaintiffs had opted in. According to reports, the
final acceptance rate was 95.1 percent.=

The plaintiffs will be compensated according to the severity of their illnesses and
the extent of their exposure to contaminants at the site, Under the terms of the
settlement, individual payments will range from $3,250 to $1.8 million or more for
the worst injuries, according to estimates from lawyers. Payouts to the plaintiffs
will come from a federally financed insuranee company called the WTC Captive
Insurance Company with approximately $1.1 billien in funds to provide coverage to
the city.

¥ Judge’s Approval Sought in 2 Lawsuits from 9/13, by Benjamin Weiser, the New York Times, 02/05/2010
* Sept, 11 Workers Agree To Settle Heolth Lawsuits, by Mireya Navarro, the New York Times, 11/19/2010
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CONCLUSHON

The cost of terrorisim still looms large in United States history. The $32.5 billion in
losses ($42.1 billion in 2012 dollars) paid out by insurers for the terrorist attack of
September 11, 2001, places second in an Insurance Information Institute (I.1.L)
ranking of the most costly U.S, catastrophes—just after Hurricane Katrina (2005)
(Figure g).

More than a decade later, 9/11 also remains the worst terrorist act in terms of
fatalities and insured property losses.
Figure @
THE TEN MOST COSTLY CATASTROPHES, UNITED STATES {1}
{insured Losses, 2012 dollars, § billions)

$60

3487

$50
$40
$30 -

$20

$10 s78 987

80 Hugo fvan < ¢ Wiy fke Sendy®  Norihridge  Andrew
(1969)  {2004) 004 (2005) (008  {2012) (1984}  {198))

180 estimate as of January 2013
“insured loss estimate fo n. 11 terons K incluc
aviation hudl, fiability, event cancefiation and life insuranc

workers comp,

property, business interruption,
losses

Source: 1ISG's Property Claim Services unit (PCS); Insurance information institute inflation adjustments to 2012
dollars using the CPL

The April 2013 Boston bombing—the first successful terror attack on U.S. soil since
9/11~—underscores the fact that, while the risk is changing, terrorism is a constant
threat for the foresecable future.

Failure to focus on and prepare for this threat will come at an enormous cost to the
millions of individuals and businesses who rely on insurance contracts to offset the
overall economic impact of a terrorist attack.
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Meanwhile, the looming expiration at the end of 2014 of the Terrorism Risk
Tnsurance Program Reauthorization Act (TRIPRA), brings to a head the question of
whether terrorism risk now, or ever, will be one that can he managed entirely
within the private sector.

Industry research suggests that market stahility in terms of both pricing and
availability of terrorism coverage, as well as the ability to maintain adequate and
expanding levels of capacity over time, is contingent on the continued existence of
the Terrorism Risk Insurance Program.

For property/casualty insurers, the increasing share of losses that they would have
to fund in the event of a major terrorist attack on U.S. soil suggests that now is the
time to take stock of their terrorism exposures.
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Appendix |

FAR: TERRORISHM INSURANCEWHAT [T 18 AND WHAT T COVERS
Terrorism insurance provides coverage to individuals and businesses for potential
losses due to acts of terrorism,

Businesses

Prior to /11, standard commercial insurance policies included terrorism coverage
as part of the package, effectively free of charge. Today, terrorism coverage is
generally offered separately at a price that more adequately reflects the current
risk.

Insurance losses attributable to terrorist acts under these commercial policies are
insured by private insurers and reinsured or “backstopped” by the federal
government pursuant to the Terrorism Risk and Insurance Act of 2002 (TRIA).
TRIA has been renewed twice, and the current law, known as the Terrorism Risk
Insurance Program Reauthorization Act of 2007 (TRIPRA) runs until December
2014. Under the program, owners of commercial property, such as office buildings,
factories, shopping malls and apartment buildings, must be offered the opportunity
to purchase terrorism coverage.

Individuals

Standard homeowners insurance policies include coverage for damage to property
and personal possessions resulting from acts of terrorism. Terrorism is not
specifically referenced in homeowners policies. However, the policy does cover the
homeowner for damage due to explosion, fire and smoke—the likely causes of
damage in a terrorist attack,

Condominium or co-op -owner policles also provide coverage for damage to
personal possessions resulting from acts of terrorism. Damage to the common
areas of a building like the roof, basement, elevator, boiler and walkways would
only be covered if the condo/co-op board has purchased terrorism coverage.

Standard renters policies include coverage for damage to personal possessions due
to a terrorist attack. Again, coverage for the apartment complex itself must be
purehased hy the property owner or landlord.

Auto insurance pelicies will cover a car that is damaged or destroyed in a terrorist
attack only if the policyholder has purchased “comprehensive” coverage. Most
people who have loans on their cars or lease are required by lenders and leasing
companies to carry this optional form of coverage. People who buy lability
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coverage only are not covered in the event their vehicle is damaged or destroyed as
the result of a terrorist attack.

Life insurance policies do not contain terrorism exclusions. Proceeds will be paid to
the beneficiary as designated on the policy.

Under What Circumstances Is There Coverage?
For the terrorism coverage to be triggered under TRIPRA for commereial policies, a
terrorist attack has to be declared a “certified act” by the Secretary of the Treasury.

No such declaration is needed to trigger coverage under homeowners and auto
policies because there are no exclusions for terrorism.

In some states a doctrine know as “fire following” applies. This means that in the
event of a terrorist-caused explosion followed by fire, insurers could be liable to pay
out losses attributable to the fire (but not the explosion) even if a commercial
property owner had not purchased terrorism coverage. Insurers have sought to
fimit fire coverage resulting from a tervorist attack, because commercial
policyholders that choose to reject TRIPRA or other terrorism coverage are
effectively paying no premium for the protection offered by fire-following coverage.
Currently, there is coverage for fire following an act of terrorism in just a haudful of
states.

What is Not Covered?

There are long-standing restrictions regarding war coverage and nuclear,
biological, chemical and radiological (NBCR) events in both personal and
comumiercial insurance policies,

War-risk exclusions reflect the realization that damage from acts of war is
fundamentally uninsurable. No formal declaration of war by Congress is required
for the war risk exclusion to apply. Nuclear, biological, chemical and radiological
attacks are another example of catastrophic events that are fundamentally
uninsurable due to the nature of the risk.

Under the terrorism risk insurance program, if some NBCR exclusions are
permitted by a state, an insurer does not have to make available the excluded
coverage.

Business Interruption insurance

Property damage to commercial buildings from a terrorist attack also may include
claims for business interruption. Business interruption insurance (sometimes
referred to as business income coverage) covers financial losses that oceur when a
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firm is forced to suspend business operations either due to direct damage to its
premises or because civil authoritles limit access to an area after the attack and
those actions prevent entry to the business premises, Coverage depends on the
individual policy, but typically begins after a waiting period or “time deductible” of
two to three days and lasts for a period of two weeks to several months.

Business interruption losses associated with acts of civil authority (e.g., closure of
certain area around the disaster) can only be triggered when there is physical loss
or damage arising from a covered peril (e.g., explosion, fire, smoke, etc.) within the
area affected by the declaration. The loss/damage need not occur to the insured
premises specifically. Reductions in business income associated with fear of
traveling to a location, in addition to closure to areas by authorities because of a
heightened state of alert, would not be covered by business interruption policies.

Workers Compensation and Other Coverages

Workers compensation—a compulsory line of insurance for all businesses—covers
employees injured or killed on the joh and therefore automatically includes
coverage for acts of terrorism. Workers compensation is also the only line of
insurance that does not exclude coverage for acts of war. Coverage for terrorist aets
cannot be exeluded from workers compensation policies in any state.

There are essentially three types of workers compensation benefits. The first
reimburses workers for lost wages while tbey recover from their injuries. The
second covers workers for all medical expenses incurred as a result of the injuries
they sustain. The third type of benefit provides payments to the families of workers
killed on the job.

Life/health and disability insurance policies may provide coverage for loss of fife,
injury or sickness to individuals in the event of a terrorist attack,

What Is the Terrorism Risk Insurance Act (TRIA)/Terrorism Risk hmsurance
Program Reauthorization Act (TRIPRA)?

TRIA is a public/private risk-sharing partnership between the federal government
and tbe insurance industry. The program is designed to ensure that adequate
resources are available for businesses to recover and rebuild if they become the
victims of a terrorist attack.

TRIA was extended for another two years in December 2005 and for another seven
years to 2014 in December 2007. The new law is known as the Terrorism Risk
Insurance Program Reauthorization Act (TRIPRA) of 2007,
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Specific provisions of the legislation are:

= An event must cause at least $100 million in aggregate property and casualty
insurance losses to be certified by the Secretary of the Treasury as an act of
terrorism,

= The definition of a certified act of terrorism has been expanded to cover hoth
domestic and foreign acts of terrorism.

= Each participating insurer is responsible for paying out a certain amount in
claims (a deductible) before federal assistance becomes available.

w  For losses above a company’s deductible, the federal government will cover
85 percent, while the insurer contributes 15 percent.

= The aggregate insurance industry retention in 2007 was $27.5 billion, up
from $25 billion in 2006 and $15 billion in 2005.

= Losses covered by the program are capped at $100 billion.

= Lines originally excluded from the program are: personal lines (auto and
home), reinsurance, federal crop, mortgage guaranty, financial guaranty,
medical malpractice, flood insurance provided under the NFIP and life and
health. Additional lines now excluded are: commercial auto, professional
liability except for directors and officers liability, surety, burglary and theft,
and farmowners multi-peril insurance.

s The Terrorism Risk Insurance Program Reauthorization Act (TRIPRA) of
2007 is due to sunset on December 31, 2014.

Does the Terrorism Risk Insurance Program Affect the Availability and Price
of Coverage?

Yes, by sharing potential losses from terrorist attacks between private insurers and
the government, the terrorism risk insurance program has brought much needed
additional capacity to the terrorism market. Before the program existed, businesses
were left with little or no terrorism coverage, but since it came into effect they are
able to purchase the cover they need.

Terrorism coverage is very difficult to priee because the frequency and severity of
an attack is so unpredictable. Pricing of terrorismn coverage varies according to the
individual risk (based on factors such as location and industry, for example), but it
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is clear that the terrorism risk insurance program has had a stabilizing influence on
the market.

Does an Insurer Have to Make Terrorism Coverage Available?

Yes. Under TRIPRA, all property;/ casualty insurers in the U.S. are required to
make terrorism coverage available. The “make available” provision applies to
commercial lines of P/C insurance. Insurers are required to make an offer of
coverage for “certified acts” to policyholders. If the insured rejects an offer, the
insurer may then reinstate a terrorism exclusion.

What if Terrorism Coverage Is Neot Purchased and a Loss Occurs?

A business that has not purchased TRIPRA or other terrorisin coverage will uot be
covered for damage caused to their property by a terrorist attack. An individual
who has homeowners ot renters coverage may be covered, according to the
individual terms of their policy.



RESPONSE TO WRITTEN QUESTIONS OF SENATOR MARK KIRK
FROM PETER J. BESHAR

Q.1. Members of the property and casualty (P&C) insurance indus-
try range widely in size and scope. Some of the largest insurers
note the $100 million minimum could be increased as one means
of increasing private capital standing in front of the Government.
They make similar remarks about the deductible. The concern
raised about this prospect, however, is that it would preclude many
of the smaller insurance providers from offering terrorism risk in-
surance. Is there a way to ensure that smaller insurance companies
are able to continue to offer terrorism insurance while also increas-
ing either the $100 million threshold or increasing deductibles?

A.1. Did not respond by publication deadline.

Q.2. Are there ways to fine-tune the TRIA program to better serve
the marketplace and help with pricing? Particularly, would it be
appropriate to apply different risk profiles to the different covered
lines under the program? Do all cover covered lines present the
same potential exposure and are all the currently covered lines nec-
essary for such a backstop?

A.2. Did not respond by publication deadline.

Q.3. I understand the complexity and the differences between try-
ing to price terrorism risk compared with most other kinds of risks.
Litigation, medical considerations, and employer issues can stretch
out for years, and can be quite costly to the parties involved—a
great example of this being worker’s compensation policies, which
are covered in a terrorism event and often dwarf other claims, such
as those for infrastructure. Would differentiating and requiring in-
surance companies to cover specific lines of risks or to allow for dif-
ferent deductibles for different product lines seem feasible? Why or
why not? Could the program that differentiates between risk pro-
files allow a lower deductible for higher risk profiles and higher
deductibles for more manageable risk?

A.3. Did not respond by publication deadline.

Q4. Is there increased capacity of reinsurers in the marketplace
and if so, why is the increased capacity of reinsurers not being
used for terrorism risk? What has your research shown with regard
to the reinsurance market? What about a risk transfer mechanism
to the capital markets (i.e., such as terrorism bonds?).

A.4. Did not respond by publication deadline.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MARK KIRK
FROM ERWANN O. MICHEL-KERJAN

Q.1. Across most other Federal insurance programs we see the
Government’s inability to correctly price risk. In most cir-
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cumstances of insurance, I would much prefer to see the private
market model, price, and assume risk. Can you explain why the
private market has been unable to effectively model and price ter-
rorism risk since the September 11th terrorist attacks?

A.1. Did not respond by publication deadline.

Q.2. In the wake of September 11th, the Federal Government took
considerable measures to better understand and prevent terrorist
attacks. I know that private industry has also worked to better un-
derstand the risks associated with terrorism and how to measure
and price that risk. What advances has the private market made
in its ability to price this risk? What is the state of the capital mar-
kets for terrorism risk?

A.2. Did not respond by publication deadline.

Q.3. Are there ways to fine-tune the TRIA program to better serve
the marketplace and help with pricing? Particularly, would it be
appropriate to apply different risk profiles to the different covered
lines under the program? Do all cover covered lines present the
same potential exposure and are all the currently covered lines nec-
essary for such a backstop?

A.3. Did not respond by publication deadline.

Q.4. I understand the complexity and the differences between try-
ing to price terrorism risk compared with most other kinds of risks.
Litigation, medical considerations, and employer issues can stretch
out for years, and can be quite costly to the parties involved—a
great example of this being worker’s compensation policies, which
are covered in a terrorism event and often dwarf other claims, such
as those for infrastructure. Would differentiating and requiring in-
surance companies to cover specific lines of risks or to allow for dif-
ferent deductibles for different product lines seem feasible? Why or
why not? Could the program that differentiates between risk pro-
files allow a lower deductible for higher risk profiles and higher
deductibles for more manageable risk?

A.4. Did not respond by publication deadline.

Q.5. Is there increased capacity of reinsurers in the marketplace
and if so, why is the increased capacity of reinsurers not being
used for terrorism risk? What has your research shown with regard
to the reinsurance market? What about a risk transfer mechanism
to the capital markets (i.e., such as terrorism bonds?).

A.5. Did not respond by publication deadline.

RESPONSE TO WRITTEN QUESTIONS OF SENATOR MARK KIRK
FROM ROBERT P. HARTWIG

Q.1. In the wake of September 11th, the Federal Government took
considerable measures to better understand and prevent terrorist
attacks. I know that private industry has also worked to better un-
derstand the risks associated with terrorism and how to measure
and price that risk. What advances has the private market made
in its ability to price this risk? What is the state of the capital mar-
kets for terrorism risk?

A.1. Did not respond by publication deadline.
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Q.2. Members of the property and casualty (P&C) insurance indus-
try range widely in size and scope. Some of the largest insurers
note the $100 million minimum could be increased as one means
of increasing private capital standing in front of the Government.
They make similar remarks about the deductible. The concern
raised about this prospect, however, is that it would preclude many
of the smaller insurance providers from offering terrorism risk in-
surance. Is there a way to ensure that smaller insurance companies
are able to continue to offer terrorism insurance while also increas-
ing either the $100 million threshold or increasing deductibles?

A.2. Did not respond by publication deadline.

Q.3. Are there ways to fine-tune the TRIA program to better serve
the marketplace and help with pricing? Particularly, would it be
appropriate to apply different risk profiles to the different covered
lines under the program? Do all cover covered lines present the
same potential exposure and are all the currently covered lines nec-
essary for such a backstop?

A.3. Did not respond by publication deadline.

Q4. I understand the complexity and the differences between try-
ing to price terrorism risk compared with most other kinds of risks.
Litigation, medical considerations, and employer issues can stretch
out for years, and can be quite costly to the parties involved—a
great example of this being worker’s compensation policies, which
are covered in a terrorism event and often dwarf other claims, such
as those for infrastructure. Would differentiating and requiring in-
surance companies to cover specific lines of risks or to allow for dif-
ferent deductibles for different product lines seem feasible? Why or
why not? Could the program that differentiates between risk pro-
files allow a lower deductible for higher risk profiles and higher
deductibles for more manageable risk?

A.4. Did not respond by publication deadline.

Q.5. Is there increased capacity of reinsurers in the marketplace
and if so, why is the increased capacity of reinsurers not being
used for terrorism risk? What has your research shown with regard
to the reinsurance market? What about a risk transfer mechanism
to the capital markets (i.e., such as terrorism bonds?).

A.5. Did not respond by publication deadline.
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PREPARED STATEMENT OF BENJAMIN M. LAWSKY
SUPERINTENDENT OF FINANCIAL SERVICES, NEW YORK STATE

SEPTEMBER 25, 2013

I would like to thank Chairman Johnson, Ranking Member Crapo, and Senator
Schumer for the opportunity to submit comments on the importance of reauthorizing
the Terrorism Risk Insurance Act (TRIA). I would also like—in particular—to recog-
nize Senator Schumer for his leadership on this issue, which is so vital to his con-
stituents in New York.

Reauthorizing TRIA is critical to the health our Nation’s economy. If Congress
fails to act, it would cause significant disruptions in the insurance market and for
the broader business community. In addition, it could jeopardize a number of impor-
tant construction projects and the jobs that come with them—not only in New York,
but across the country.

As the Superintendent of Financial Services at the New York State Department
of Financial Services, I can attest to the fact that we in New York are unfortunately
all too well acquainted with the risk of terrorism. Not only did our State endure
the horror of 9/11, but we also experienced the truck bomb that in 1993 exploded
at the World Trade Center and, more recently, saw the foiling of a 2010 plot to ex-
plode a bomb in Times Square. Of course, as the 1,776-foot-tall Freedom Tower and
all the rebuilding around it shows, New Yorkers are incredibly resilient and enter-
prising.

That post-9/11 rebuilding is still in progress 12 years later, though, demonstrates
how exceedingly costly, complicated, and time-consuming it can be to recover from
acts of terrorism. And given that the possibility of terrorist acts in this country will
always remain a reality, builders of large and iconic structures depend on terrorism
insurance. TRIA ensures the availability and relative affordability of terrorism in-
surance coverage.

No one can forecast the frequency or severity of terrorist attacks from past experi-
ence. This fact means that it is actuarially infeasible to price accurately for ter-
rorism coverage. For that reason, the United States and 22 other countries have im-
pleﬁnented some form of public-private partnership for insuring against terrorism
risk.

Because an insurer under New York law cannot exclude coverage for the risk of
terrorism from a commercial property/casualty policy, the only way for an insurer
to moderate its terrorism risk, absent TRIA, is to decline to insure property alto-
gether. If Congress fails to reauthorize TRIA, insurance capacity in the market
would dry up, which would be devastating to businesses with higher levels of ter-
rorism risk, such as commercial construction companies.

The consequences of a constricted market for commercial property/casualty insur-
ance would be grave. Businesses that could not find or afford sufficient coverage
would have to self-insure against property damage and liability, and banks would
refuse to make construction loans to builders that carried insufficient levels of prop-
erty/casualty insurance. Rebuilding from the destruction of 9/11 and, more recently,
from Superstorm Sandy, would grind to a halt for those without coverage.

TRIA’s impacts are not limited to property risk alone. Because workers compensa-
tion coverage by law cannot be capped, an insurer writing such risk without the
kind of protection afforded by TRIA faces unquantifiable liability if a business with
a significant number of employees were to suffer significant injuries and/or loss of
life. In fact, the uncertainty about whether TRIA will be reauthorized already is af-
fecting the appetite of insurers to write workers compensation insurance beyond De-
cember 31, 2014, the date by which TRIA currently is set to expire.

Simply put, TRIA provides a critical backstop that encourages insurance compa-
nies to underwrite terrorism risk responsibly, and makes it possible for carriers to
offer terrorism coverage that is relatively affordable for businesses. And unlike other
Federal disaster assistance programs like the National Flood Insurance Program,
Federal support under TRIA only kicks in once a certified act of terrorism has
caused insurers, in the aggregate, to pay losses in excess of a threshold amount and
to pay additional losses to the extent of a deductible equaling a percentage of their
premiums written. The TRIA program then covers a percentage of losses (insurers
cover the remainder), and only then up to a capped amount. This sophisticated
structure is a prudent public-private solution that brings certainty to the market-
place for a difficult-to-quantify risk.

To help ensure that the insurance marketplace operates in an efficient and afford-
able fashion, we urge Congress not only to reauthorize TRIA, but to make it perma-
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nent. Doing so will avoid the market upheaval that occurred in the past when
TRIA’s prior expiration dates approached, and provide the certainty that insurers
and businesses need in this post-9/11 world.

AMERICAN HOTEL & LODGING ASSOCIATION
Washington, DC 20005, September 24, 2013

Hon. TiM JOHNSON

Chairman

Senate Committee on Banking, Housing, and Urban Affairs
Washington, DC.

Hon. MICHAEL CRAPO

Ranking Member

Senate Committee on Banking, Housing, and Urban Affairs
Washington, DC.

Dear Chairman Johnson and Ranking Member Crapo:

The American Hotel & Lodging Association applauds the leadership of the Senate
Banking Committee in holding hearings to consider the Terrorism Risk Insurance
Program Reauthorization Act of 2007 (TRIPRA). The lodging industry calls on Con-
gress to act quickly to continue this important private/public partnership.

AH&LA is a 100-year-old association of State and city partner lodging associa-
tions throughout the United States with some 10,000 property members nationwide.
We represent more than 4.9 million guest rooms and over 1.8 million employees in
the United States. AH&LA’s membership ranges from the smallest independent
properties to the largest convention hotels.

Without TRIPRA, the lodging industry will face substantial difficulty in obtaining
terrorism risk coverage which is often required for securing loans for development
projects. The Terrorism Risk Insurance Act (TRIA) was enacted in the months fol-
lowing the September 11, 2001 attacks and provides a Federal plan for economic
continuity and recovery in the event of another severe terrorist attack against the
United States. TRIPRA ensures a market exists for businesses to secure terrorist
risk coverage often required under the terms of bank loans. Importantly, TRIPRA
protects American taxpayers as the program mandates that “first dollar losses” be
paid by insurers and policy holders and is only triggered in the event of a major
event and after individual insurer loss thresholds are met. In addition, the program
has operated virtually cost-free to the taxpayer since being enacted.

The lodging industry has seen no evidence that the terrorism risk market is pre-
pared to provide coverage without the private/public partnership TRIPRA provides.
TRIPRA has allowed for terrorism coverage prices to stabilize and adequate cov-
erage to be secured with minimal risk to taxpayers. Our members will soon begin
to see renewal notices with exclusion clauses if TRIPRA is not renewed by Congress.

AH&LA applauds your efforts to extend this vital program and calls on Congress
to act quickly.

Thank you for your consideration of our views.

Sincerely,

KATHERINE G. LUGA,
President and CEO

Cc: Members of Senate Banking, Housing, and Urban Affairs Committee
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