











58

a mutual insurance company established and regulated
in the same manner as any insurance company in
Britain.

Pool Re is required, for example, to maintain a
solvency margin in accordance with standard British
regulations. By its charter, it is authorized only to write
reinsurance relating to terrorist risks on commercial
property insurance. Where it differs from standard
insurers and reinsurers is that the liabilities of Pool
Re are reinsured by the government of the UK., to
which Pool Re pays a reinsurance premium and from
which it will recover any claims that exceed its
resources (Tillinghast-Towers Perrin 2003).

Any insurance company operating in Great
Britain that offers commercial property insurance may
become a member of Pool Re; however, insurers are
not required to become members. At the end of 1999,
Pool Re had 213 members (Tillinghast-Towers Perrin
2003). If an insurance company chooses not to become
a member, it has three options if it wishes to write
commercial insurance:

» Itmay offer insurance without protection
against terrorism;

* Itmay try to find terrorism reinsurance in the
private market; or

e Itmay operate without reinsurance protection.
(Tillinghast-Towers Perrin 2003)

Pool Re pays its claims using a combination of
internal and external resources, arranged in layers.
First, accumulated underwriting profits are used. If
these are exhausted, Pool Re may call for an
assessment on its members of up to 10 percent of their
current year premiums. If this is still insufficient, Pool
Re may draw on any investment income it has
accumulated to pay claims (Tillinghast-Towers Perrin
2003). The British government pays any claims that
remain. There is no limit to the amount of this
government guarantee. In Britain, no new legislation
was needed to set up Pool Re. However, in order to
enable Pool Re to carry out its role, special legislation,
the Reinsurance (Acts of Terrorism) Act of 1993, was
required to authorize the British Secretary of State to
enter into the reinsurance contract between Pool Re
and the government (Tillinghast-Towers Perrin 2003).
Congress could pass similar legislation giving the
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federal government responsibility to act as a reinsurer
for private insurance companies in the United States.

Because participation in Pool Re is voluntary and
the British government provides no direct subsidy to
lower terrorism insurance premiums (although the
government guarantee to pay residual claims is an
indirect subsidy that will lower premiums) coverage
remains unaffordable for many policyholders in
Britain. A plan based on the Pool Re model could
help make terrorism insurance available in the United
States but would do nothing to set premiums that
policyholders would be able to afford and would
therefore fail to meet one of the major goals that
Congress set for an effective terrorism risk insurance
program.

During early consideration of TRIA in the House
of Representatives, the insurance industry gave its
unanimous support for a draft proposal patterned after
Pool Re. Within a few days, the White House informed
Congressional leaders of its strong opposition to the
proposal because Pool Re is permanent and the federal
government’s guarantee to pay claims is unlimited.
As aresult, any alternative based on the Pool Re model
is not politically feasible at this time.

Even though the costs associated with the
operations of Pool Re have been described as
reasonable because the insurance industry and the
British government share costs, the unlimited exposure
of the British government in the event of catastrophic
losses caused by a terrorist attack is troublesome. A
plan based on the Pool Re model that provides
unlimited exposure to the United States government
could be cost prohibitive because of the possibility of
future catastrophic losses caused by terrorist attacks
in the United States.

- ALTERNATIVE THREE: PRIVATE VOLUNTARY

PooL

One additional alternative that merits
consideration anticipates no role for the federal
government in providing for terrorism risk insurance
coverage. The American Insurance Association (AIA)
is a property and casualty insurance trade association
that represents more than 424 insurance companies
that write more than $103 billion in premiums each
year. ATA is currently exploring proposals to develop
the financial and organizational specifications of a
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private terrorism reinsurance pool, as opposed to an
insurance pool involving government participation or
one requiring mandatory participation by insurers,
which could only be established by the passage of a
federal law (2003). The private voluntary pool “would
provide a layer of shared industry responsibility for
layers of loss above the levels which individual
companies wish to retain, and below the thresholds
for federal reimbursement provided by [TRIA]”
(American Insurance Association 2003).

The AIA anticipates that “to be successful, the
pool must provide equitable and competitively neutral
treatment for all participating carriers — with respect
to both premiums charged and losses reimbursed —
regardless of their size, financial strength, mix of
business, and geographical diversity” (American
Insurance Association 2003). Insurers are interested
in exploring the establishment of a private voluntary
insurance pool to address what the AIA perceives as
“significant limitations” to TRIA, including the fact
the TRIA ends in three years, coverage under TRIA is
limited to foreign terrorism events, and the amounta
company must pay before receiving federal payment
can be significant.

The measure of the effectiveness of a private
voluntary pool would be based on its ability to provide
terrorism risk insurance for policyholders that want
to purchase the coverage. A private voluntary pool
would start faster than a mandatory pool because a
voluntary approach does not need the broad consensus
on concept or design that a mandatory pool would.
The voluntary pool approach also provides some
exposure-sharing and risk diversification for
participants.

On the other hand, a voluntary pool does not
spread risk or funding support as broadly as a
mandatory pool would. Other disadvantages are that
policyholders of non-participating insurance
companies will not be protected, coordination with
the expiration of TRIA will require careful design,
and provisions providing for participants to enter and
exit the pool will be complex. Like TRIA, a private
voluntary pool would make terrorism risk insurance
coverage available but only to the policyholders of
companies that decide to participate in the pool, and
the high cost of terrorism coverage is likely to remain
a problem for many policyholders.

Given the intention of the Bush Administration
and Congress during consideration of TRIA that
whatever federal program was established would be
temporary, the concept of a private voluntary pool is
likely to win widespread government support. TRIA
was limited to three years with the expectation that
the insurance industry would create private market
solutions like a private voluntary pool after that time.
State insurance regulators, who are familiar with
insurance pools that provide homeowner and
automobile insurance, are also likely to give strong
support to a well-run private voluntary pool. No
federal or state legislation would be needed to create
a private voluntary pool.

Costs to the government to implement and
administer a private voluntary pool would be virtually
non-existent. The only possible cost involved might
be the loss of tax revenue on the assets the pool would
set aside to pay claims (assuming that the insurance
industry could convince the Internal Revenue Service
that the pool is a tax free entity).

IMpPROVING THE EFFECTIVENESS OF TRIA

Overall, I believe that amending TRIA best meets
the goals of creating a permanent program, suppotting
the economy, and protecting against a devastating
economic result from future terrorist attacks. Of
course, amending TRIA or establishing a private
voluntary pool makes insurance available but neither
option solves the problems of policyholders who can
not afford to pay for the premiums to insure themselves
against losses caused by terrorist attacks. But
establishing programs like TRIP or Pool Re, which
make terrorism risk insurance more affordable to
policyholders as a result of government subsidies, is
not realistic because of potentially exorbitant costs to
the federal government and lack of political support.

Consensus has yet to develop on whether and how
to improve the effectiveness of TRIA. Some believe
that TRIA should sunset on December 31, 2005, as
originally planned by Congress; however, many of the
constituent groups that supported TRIA initially have
decided to lobby Congress to make TRIA permanent
and adopt several amendments to improve its
effectiveness.

William Warfel, Professor of Insurance and Risk
Management at Indiana State University, is a
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particularly vocal proponent of making TRIA
permanent and amending the original legislation to
increase its effectiveness. Professor Warfel argues that
TRIA needs to be re~-enacted, notwithstanding industry
efforts to form a voluntary insurance pool to provide
terrorism insurance coverage, to achieve long-term
market stability and to minimize the potential cost to
the federal government of a future act of terrorism
(2003).

Weighing all of the factors involved, I believe that
Congress should make TRIA a permanent program
and adopt the following amendments, which are
supported by Professor Warfel and others:

* Allow for the creation of a tax-free
catastrophe reserve fund paid for by a
surcharge on commercial policyholder rates;

*  Make the purchase of terrorism risk insurance
compulsory for all commercial policyholders;
and

* Expand the lines of property/ casualty
insurance covered by the program.

While no one can be certain how Congress will
respond to suggestions like these, suggestions for
improving the effectiveness of TRIA will continue to
be debated as alternatives to return stability to the
terrorism insurance marketplace are explored. Absent
another terrorist attack in the United States, Congress
is not expected to take up the issue of terrorism risk
insurance again until 2005 — just before TRIA is
scheduled to end. Finding a solution, in the words of
Congressman Michael Oxley, Chair of the House
Financial Services Committee and Chief Sponsor of
TRIA, is “critical for America.” In originally urging
the House to adopt TRIA, Congressman Oxley said,
“We need it to protect jobs, protect our economy, and
protect the American people against future terrorist
attacks” (2002).

It will be no different, and perhaps even more
important, if a future round of terrorist attacks occurs
in or against the United States.

NortEes

'"H.R. 3210, 107th Cong., 2nd Sess.
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2TRIA defines terrorism as “an act that is violent or
dangerous to human life, property, or infrastructure;
that has resulted in damage within the United States...
and that has been committed by individual(s) on behalf
of any foreign person or foreign interest, as part of an
effort to coerce the U.S. civilian population or to
influence the policy or affect the conduct of the U.S.
government by coercion” (Department of the Treasury
2003).

3 For example, the UK created a terrorism risk
insurance mechanism called Pool Re in response to
“the international reinsurance market withdrawn
capacity as a consequence of IRA terrorism in the
1990’s, which, in turn, led to a state supported solution:
limited private cover with addition excess cover made
available for insurance companies” (Swiss Re 2002).

4 Prior to the attacks on the World Trade Center and
the Pentagon, insurers in the United States had little
or no historical information on which to base pricing
for insurance coverage for losses caused by acts of
terrorism (American Academy of Actuaries 2003).

3 Terrorism risk in many ways closely parallels natural
catastrophe risks such as earthquakes, storms, and
floods yet “even natural disasters have a recorded
history of a cenfury or more, allowing insurers to
predict aggregate potential losses over time” (Saxton
2002).

¢ Catastrophic Nuclear Accident Program; Overseas
Private Investment Corporation (OPIC) Political Risk
Insurance; National Insurance Development Program
(Riot Re); National Flood Insurance Program; Bank
Insurance Fund; Aviation-War Risk Insurance
Program; Federal Crop Insurance Program; Maritime
War-Risk Insurance Program; National Credit Union
Share Insurance Program; Pension Benefit Guaranty
Corporation Insurance; Savings Association Insurance
Fund; Service-Disabled Veterans Insurance Program;
National Vaccine Injury Compensation Program
(United States General Accounting Office 2002),



The Terrorist Risk Insurance Act of 2002

REFERENCES

American Academy of Actuaries. 2003. Report to
NAIC Terrorism Insurance Implementation Work-
ing Group on Ratemaking Issues Related to The
Terrorism Risk Insurance Act. March 14.

American Insurance Association. 2003. Terrorism
Risk Insurance Act of 2002: Outline. Conference
Compendium. AIA Emerging Issues 2003. Janu-
ary 21-23.

Bush, George W. 2002. President Signs Terrorism
Insurance Act. www.whitehouse.gov.

Business Wire. 2003. Conning: Terror Insurance Act
does not solve Problems, Placebo Effect Wears Off.
February 24. www.conningresearch.com.

Congtressional Budget Office. 2001. Estimated Bud-
getary Impact of H.R. 3210. Washington, DC:
Government Printing Office.

Council of Insurance Agents & Brokers. 2003. Many
Commercial Interests Are Not Buying Terrorism
Insurance, New CIAB Survey Shows. March 24.

Department of the Treasury. 2003. Terrorism Risk
Insurance Program. 31 CFR Part 50, RIN 1505-
AA96 (February 25).

——. 2003. Terrorism Risk Insurance Program. 31
CFR Part 50, RIN 1505-AA98. (April 15).

Federal Register. 2003. Department of the Treasury.
Department Offices; Terrorism Risk Insurance Pro-
gram; Interim Final Rule and Proposed Rule. Vol.
68(40). January 29.

Feldman, Ron J. 2002. Government Insurance. In The
Tools of Government, A Guide to the New Gover-
nance, ed. Lester M. Salamon, Oxford University
Press: New York.

Fisher, Peter R. 2002. Interim Guidance Concerning
New Statutory Disclosure and Mandatory Avail-
ability Requirements of the Terrorism Risk Insur-
ance Act of 2002. December 3.

Goodwin Procter. 2003. The Terrorism Risk Insur-
ance Act of 2002: Coverage in a Post-9/11 World.
Client Alert. February 6.

Hartwig. Robert P. 2003. Terrorism Insurance: What
did 9/11 Actually Mean for the Insurance Indus-
try? Insurance Information Institute presentation.
Terrorism Risk Management Conference. New
York, New York. January 28.

Hillman, Richard J. 2002. General Accounting Of-
fice. Terrorism Insurance — Rising Uninsured Ex-
posure to Attacks Heightens Potential Economic
Vulnerabilities. Testimony before the Subcommit-
tee on Oversight and Investigations, Committee on
Financial Services. House of Representatives.

Hoffman, Mark A. 2003, TRIA’s transience a prob-
lem. Terrorism Risk Assessment and Insurance
Coverage Seminar. Business Insurance. June 23.

Insurance Information Institute. 2002. 9/11 and In-
surance, One Year Later; Terror Attacks Most Com-
plex Disaster in History. Insurance Letter — Spe-
cial 911 Edition. www.insurance-portal.com.

Insurance Information Institute. 2004. Media Glos-
sary. www.iii.org/media/glossary.

McCool, Thomas J. 2001. General Accounting Of-
fice. Terrorism Insurance: Alternative Programs for
Protecting Insurance Consumers. Testimony Before
the Senate Committee on Banking, Housing, and
Urban Affairs. United States Senate.

National Association of Insurance Commissioners.
2003. Report on Interim Activities. Terrorism In-
surance Implementation (EX) Working Group.
New York, New York, June 21.

Office of Management and Budget. 2002. H.R. 3210
— Terrorism  Risk Protection Act.
www.whitehouse.gov/omb.

Oster, Christopher and Dean Starkman. 2003. AIG’s
CEO Questions Terror-Insurance Costs. Wall Street
Journal, February 14.

61



62

Oxley, Michael G. 2002. House Committee on Finan-
cial Services. Oxley to Join President for Signing
of Terrorism Insurance Legislation. November 25.

Reinsurance Association of America. 2002. Options
for Addressing Terrorism Risk. E-mail from Mary
Seidel. (Retrieved March 3, 2003).

Rubock, Daniel B. 2003. CMBS: Moody’s Approach
to Terrorism Insurance After the Federal Backstop.
Moody s Investors Service,

Saxton, Jim. 2002. Economic Perspective of Terror-
ism Insurance. Testimony before the United States
Congress, Joint Economic Committee, May.
www.house.gov/jec/.

Spinner, Jackie. 2003. Firm’s Rejecting Terror Cov-
erage; Insurers Say Few Companies Feel Risk,
Accept Costs. Washington Post, February 25.

Swiss Re. 2002. Terrorism - Dealing with the new
Spectre. Swiss Reinsurance Company, Zurich.
WWW.swissre.com.

Tillinghast-Towers Perrin. 2003. Proposal to Develop
the Financial and Organizational Specifications of
a Terrorism Reinsurance Pool. hitp://
www.towersperrin.com/reinsurance/default.htm.

United States Department of Labor. 2004. Bureau of
Labor Statistics — Occupational Guide.
www.bls.gov/oco/ocos041.htm (Accessed March 4,
2004).

United States General Accounting Office. 2002. Tho-
mas J. McCool. Summary of insurance programs
sponsored by the federal government. Testimony
before the Senate Committee on Banking, Housing
and Urban Affairs, United States Senate.

Warfel, William J. 2003. Rules & Regulations:
Amending TRIA. Risk Management Magazine,
June 16.

Warshawsky, Mark J. 2002. Economic Impact of the
Lack of Terrorism Risk Insurance. Testimony be-
fore the Financial Services Subcommittee on Over-
sight and Investigation. United States House of
Representatives.

Policy Perspectives



