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AMLERICAN ACADLEMY of ACITUARILS

September 20, 2000

The Honorable Bill Archer

House Ways and Means Committee
U.S. House of Representatives
Washington, DC 20515

Dear Chairman Archer:

| am writing on behdf of the American Academy of Actuaries: Catastrophe Insurance Work Group to
comment on S. 1914 (the Policyholder Disaster Protection Act of 1999). My comments are directed to
actuaria issues pertaining to the determination of the proposed fund cap in the legidation.

Asaninitid matter, the existence of a policyholder disaster protection fund may not necessarily increase the
policyholder surplus available to pay claims from a catastrophic event. Thisis because insurers, rating agencies
and regulators typicaly evauate policyholder surplusin relation to the totd risk of the enterprise. Building a
segregated policyholder disaster protection fund may well lead to alower leve of required policyholder surplus
asinsurers, and rating agencies look to tota policyholder surplusin reation to totd risk assumed.

The voluntary nature of the policyholder disaster protection fund may not best meet the intention of the
legidaion to minimize faluresin the private insurance sysem following amgor naturd disaster unlessit is
employed in aregulaory framework in which insurers demongrate their financid responghility to ded with
major disasters using one or more acceptable approaches (reinsurance, surplus, securitization, contributions to
apolicyholder disaster protection fund, etc.). Financidly wesaker insurers may not be in a position to build a
segregated surplus account, but could still remain active in the insurance market writing business that would be
proneto lossin the event of anaturd disagter.

Thereisahigh levd of diversty and a sgnificant difference in exposure to catastrophes within the property and
casudty insurance industry. Variations in exposure to catastrophic losses among regions are subgtantial.
Catastrophe exposure dso varies by market, i.e. homeowners and smal business versus large commercid and
industrial. Many companies focus on ajust a portion of the total market, such as homeowners, or large
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commercid. Thistendency to specidize causes even greater variation in actud insurer experience to agiven
catastrophe.

The fund cap multipliers do not vary by region. However, since the multipliers are intended to determine a
maximum resarve, the lack of variationislesscriticd if the multipliers are sat & ahigh enough levd. Insurers
presumably are free to set their reserves at alevel most appropriate for their specific circumstances. However,
if the multipliers are set too low, some companies may be able to take full advantage of pre-tax reserves, while
others would not. The amount of inequity would depend directly on the leve of the multipliers (i.e.,, the higher
the multipliers, the less the potentid inequity).

Individua insurers routingly assess their exposure due to catastrophic risk and management relies on these
assessments in meeting their fiduciary responsibility. Assessment of these exposures (typicaly referred to as
determining a company’s “probable maximum 10ss’) is necessary for management of the loss exposures within
the company, in setting underwriting strategies, and determining the amount and structure of reinsurance and
other capital protection programs. This assessment is aso used to compile information on the exposures and
underwriting congderations for reinsurance companies, rating agencies and regulatory agencies. These
assessments could be used to set afund cap tallored to the specific exposure of an individud insurer to
catagtrophic loss, or to set aminimum threshold for demondirating an insurer’ s ability to survive a catastrophic
event. The American Academy of Actuaries has affirmed to the National Association of Insurance
Commissioners (NAIC) that such probable maximum loss caps can be determined with reasonable accuracy.

The hill does not provide any quantitative indght into the legidaive intent in setting the fund cap multipliers.
Understanding the intent of the multipliersis necessary in order to evauate their effectiveness over time. For
example, were the multipliers determined so as to have a specific probability that no more than a certain
percentage of insurers would fail in the event of a catastrophic event with a one in a specific number of years
probability? The House Committee should clarify the legidaive intent of the multipliers or provide a
mechanism to establish and monitor these standards.

The return period is acritica parameter that should be established in the bill in order to ensure consstency and
minimum reserve standards among insurers. There are anumber of specific issuesto consider:

Should the probable maximum loss cap contemplate a1l in 100 year, alin 250 year or a1l in what
number of years probability?

Should the cap reflect exposure from asingle event or from annua losses beyond a1 in 100 year, alin
250 year or 1 in what number of years probability?

Should the parameters vary based on the relationship between the fund cap, the probable maximum loss
and the risk-based capitd of the insurer?

The legidation does not include workers compensation as aqudified line of busness. However, sncedl
types of commercid, corporate and industria businesses are included in the scope of the bill, workers



compensation losses following certain catastrophes, such as earthquiakes, could significantly increase the risk of
insurer failure for commercia lines companies, if the catastrophe occurred during business hours. As one step,
the House Committee may want to consider including workers compensation for specific sateswith a
sgnificant earthquake exposure, so asto provide a more comprehensive fund in the event of amgjor
earthquake.

Findly, the bill does not provide a mechanism for evauating or modifying the fund cgp multipliers over time or
for collecting information about the effect of the multipliers. The House Committee might consider authorizing a
commission to meet periodicaly (perhaps every five years) to review the participation by insurers and
reinsurers, the experience with the funds, actua catastrophe experience, the continued appropriateness of the
multipliers and other aspects of the policyholder disaster protection fund structure, and make recommendations
the commission deems gppropriate. The Commission would need members who are expertsin risk
management and analys's, and should include professond actuaries as well as otherstrained in risk assessment.

Professiond actuaries, as defined by membership in the American Academy of Actuaries, are experts who use
datistical analyssto caculate the cost of future risks such asloss costs. Members of the American Academy
of Actuaries must so comply with a Code of Professona Conduct that impaoses stringent standards for
conduct, qudifications, and practice.

The American Academy of Actuaries Catastrophe Insurance Work Group would be glad to work with the
House Committee as it congders the policy implications of S. 1914. If you have any questions or would like
additiond information, please fed free to contact our Work Group through Greg Vass, Casudty Policy
Andyst, American Academy of Actuaries at 202-785-7865 or vass@actuary.org.

Sincerdly,

Wayne Fisher, FCAS, MAAA
Chairperson, Catastrophe Insurance Work Group

cc. House Committee on Ways and Means



