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Objectives: 

29.1: Define Insurance, and Explain the History of its Practice
29.2: Discuss the Use of Insurance as a Form of Mitigation Against Natural and Technological Disasters


Scope: 

This is the second of four sessions that address risk mitigation. The following session focuses on insurance and its application as a risk mitigation option.  Insurance has been described briefly in Session 28 (Generate Risk Mitigation Options), but this session will expand greatly upon this particular mitigation option.


Readings:

Student Reading:

The Insurance Institute of Michigan. N/D. “A Brief History of the Insurance Industry.” http://www.mifassoc.org/swpapsearch/bghistory.html.

National Emergency Management Agency. N/D. “Hazard Mitigation Officer Training Course: Session 11, The National Flood Insurance Program.” NEMA. http://www.riskinstitute.org/FP_DOCS/SGChapter11.pdf.

Kunreuther, Howard, and Richard Roth (Editors). 1998. “Paying the Price: The Status and Role of Insurance Against Natural Disasters in the United States.” Joseph Henry Press. Washington, DC. http://www.nap.edu/books/0309063612/html/index.html Pp. 67-96 (Earthquake Insurance Protection in California), Pp. 97-124 (Hurricane Insurance Protection in Florida), and Pp.125-154 (The National Flood Insurance Program).

Instructor Reading: 

The Insurance Institute of Michigan. N/D. “A Brief History of the Insurance Industry.”  http://www.mifassoc.org/swpapsearch/bghistory.html.

National Emergency Management Agency. N/D. “Hazard Mitigation Officer Training Course: Session 11, The National Flood Insurance Program.” NEMA. http://www.riskinstitute.org/FP_DOCS/SGChapter11.pdf.

IIAA. 2002. “Summary of the Terrorism Risk Insurance Act of 2002.” Independent Insurance Agents & Brokers of America, Inc. http://vu.iiaa.net/Docs/Terrorism/TerrorismRiskInsuranceActOf2002IIABASummaryAgents.pdf.

Kunreuther, Howard, and Richard Roth (Editors). 1998. “Paying the Price: The Status and Role of Insurance Against Natural Disasters in the United States.” Joseph Henry Press. Washington, DC. http://www.nap.edu/books/0309063612/html/index.html Pp. 67-96 (Earthquake Insurance Protection in California), Pp. 97-124 (Hurricane Insurance Protection in Florida), and Pp.125-154 (The National Flood Insurance Program).


General Requirements

Power Point slides are provided for the instructor’s use, if so desired.

It is recommended that the modified experiential learning cycle be completed for objectives 29.1 - 29.2 at the end of the session.

This session builds on the previous 2 sessions, and will be most effective if used in sequence.


Objective 29.1: Define Insurance, and Explain the History of its Practice
Requirements:

Provide a working definition of insurance, and explain how the practice of insurance works.  Provide an historical overview of insurance, beginning with the roots of insurance leading up to present day practices in the United States. 

Remarks: 

I. Insurance is defined as, “A promise of compensation for specific potential future losses in exchange for a periodic payment” (InvestorWords.com, 2003) (Power Point Slide 29-1).  Insurance is a mechanism by which the financial well-being of an individual, company or other entity is protected against an incidence of unexpected loss.  Insurance can be mandatory (required by law) or optional.  
II. Insurance today functions through the use of premiums, or payments determined by the insurer.  In exchange for premiums, the insurer agrees to pay the policy-holder a sum of money (up to an established maximum amount) upon the occurrence of a specifically-defined disastrous event.  The majority of insurance policies include a deductible, which can be a fixed amount per loss (e.g., the first $1000 of a loss), a percentage of the loss (5% of the total loss), or a combination of both (Power Point Slide 29-2).  The insurer pays the remaining amount, up to the limits established in the original contract.  In general, the lower (smaller) the deductible associated with a policy, the higher the premiums will be.  
III. Examples of forms of insurance include car insurance, health insurance, disability insurance, life insurance, flood insurance, earthquake insurance, terrorism insurance, and business insurance. 
IV. Insurance functions by allowing losses to be shared across wide populations.  In an oversimplified manner, insurance works as follows.  An insurer takes into account all of the policy-holders it will be insuring – take auto insurance for example.  It then estimates the cost of compensating policy holders for all accidents that will be expected to occur during the time period established in the premiums (usually 6-months to a year.)  It then divides that cost, with the administrative costs of the insurance company added, across all policy-holders.  The premiums can be further calculated using information that would give more specific definition of risk to individuals; for example, if one policy holder has ten moving violations (speeding tickets) in a period of ten years, and has been involved in 5 accidents during the same period in which the policy holder was found to be at fault, that policy holder will be found to be statistically a greater risk to the insurer than a policy holder who has never had an accident or moving violation in the same time period, and likewise be expected to pay a higher premium for equal coverage. The insurance companies make the majority of their profits through the investment of premiums collected.

V. Insurance companies can reinsure their policies with a reinsurance company, which would cover losses in case the severity of accidents or disasters is greater than what was estimated when the policies were created.  Reinsurance companies, which insure insurance companies, tend to be internationally based to allow for the risk to be spread across even greater geographical ranges.

VI. History of the Insurance Industry (adapted from Covello and Mumpower, 1985, and the Insurance Institute of Michigan, N/D) (Power Point Slide 29-3 and 29-4).

A.
The insurance industry traces its roots back several centuries, to ancient Babylon.  Babylonia was a center of commerce for the world economy, and a heavy flow of goods being imported and exported between the east and west passed through its ports.  Many of the ships carrying cargo did not make it to their final destinations due to a plethora of hazards, including storms, fires, and robbery.

B. Because traders often had to post up to 200% of the value of goods as collateral on the loans they took (which often included, in addition to the promise of financial re-compensation, the servitude of their families) to purchase the goods they were transporting, a total loss of the ship and cargo was truly a catastrophe for the trader.  The result of this scenario was that trade in general began to slowly decline as fewer and fewer traders remained willing to assume such great personal risk.

C. The famous 1780 B.C. “Code of Hammurabi,” which is known to be an important precursor to modern risk management and insurance practices, defined the concept of ‘bottomry’, which would later be known as insurance.  Bottomry contracts could be made by traders, which would include in one transaction the loan on the ship and its cargo, an interest rate for the loan, and a risk premium which would allow for cancellation of the loan if a loss of ship and cargo occurred.  Once established, the practice of bottomry was profitable for the lenders and provided security for the traders.  It wasn’t long before the practice spread throughout the world.

D. 1200 years later, in 750 B.C., virtually all shipping companies and traders were utilizing the practice of bottomry.  In general, premiums for insuring the ship and its contents ranged from 10-25%, which was determined through analysis of the risk of the route the ship would be taking on its voyage.

E. A practice of life insurance, called ‘collegia’, appeared in Rome around the same time.  The system ensured that all participants would have their burial and any other post-mortem expenses paid by the collective collegia fund.  They regularly made contributions to the fund throughout their lives to enjoy this benefit.

F. By the 1000 A.D., laws regulating insurance practices began to appear in Europe.  Many of these laws dictated marine insurance policies and practices, like those described above.  Lloyds of London, one of the most widely renowned insurance underwriters today, opened their doors in 1688 for marine insurance, and later expanded to serve other interests as well.  Fire insurance was developed in this period (in response to the Great London Fire of 1666), and the practice of life insurance was expanded.

G. Benjamin Franklin and several others founded the ‘Philadelphia Contributorship for the Insurance of Houses from Loss by Fire,” the first effort at organized insurance coverage in the colonial United States.  As the country industrialized and its population more urban, the demand for insurance coverage grew.  Events like the Civil War, yellow fever epidemics, tuberculosis, and other hazards, compounded with improvements in organization, risk analysis, and sales techniques of the insurers, led to rapid expansion of the industry.  During this time, Federal and State insurance regulations were imposed, largely to prevent practices that would have left policyholders without payment if unexpectedly large disasters occurred (resulting primarily from undercharging for premiums in order to be more competitive in the insurance markets.)  Some regulations were imposed to require the use of insurance in specific instances, such as the requirement that one must purchase automobile insurance before operating a car.

H. Following the Great Depression, the Federal Government established a form of mandatory financial insurance through the Social Security Act (1935).  Under this act, anyone receiving legal income in the United States must contribute a percentage of that income to a collective fund that provides economic security to participants in either the case of injury or retirement, or to survivors of the participant if they should die.  Medicare, which covered health care costs, followed (1966).  During this century, the authority for setting insurance regulations was granted to the States (Paul v. Virginia, 1869, established that individual states had the exclusive authority to regulate the business of insurance, and the McCarran-Ferguson Act (1945) reaffirmed continued state regulation of insurance by providing that no federal law would apply to the business of insurance unless it specifically so states.)

I. The instructor may want to ask the Students to share experiences with the class that relate to insurance.  These experiences can include the simple purchasing of insurance policies, to benefiting from the policy through a claim that was made.  Experiences can also include losses that could have been insured, but were not.


Supplemental Considerations
N/A


Objective 29.2: Discuss the Use of Insurance as a Form of Mitigation Against Natural and Technological Disasters 
Requirements:

Discuss insurance as it relates to specific hazards.  Facilitate discussions with the students to further explore this issue.

Remarks: 

I. Most property owners and renters in the United States have some form of insurance that protects either the structure itself, the contents of the structure, or both.  However, this coverage is often limited, with specific preclusions against certain natural and technological disasters (Power Point Slide 29-5).  These special disasters require the purchase of policies formulated to assume the specific risk for each causative hazard.

II. General homeowner and renter policies are able to cover the losses that commonly occur but are not catastrophic in nature, such as fires, wind damage, theft, plumbing damage, etc.  Catastrophic hazards, like earthquakes, landslides, and floods, for example, are often precluded because of the wide spatial damage the commonly inflict.  Hazard damages that affect a wide spatial territory present a special problem for insurance companies because of the mechanisms by which insurance functions.  For example, in a single community, if there is a fire, or a theft, the cost of those damages or losses would easily be absorbed by the premiums of the unaffected policy holders, despite the fact that the losses are in great excess of the premium paid by the single policy holder who was affected.  In the case of an earthquake, there will be a great number of people in the area affected, whose damages are all much greater than their collective premiums, and as result, the total funds collected from the premiums are less than the capital required to pay for damages.  The bankruptcy of insurance companies due to catastrophic losses such as these has been prevalent throughout the history of the industry.

III. Policies for specific catastrophic hazards can be purchased separately from basic insurance homeowners’ or renters’ policies, or as riders to these policies (Power Point Slide 29-6).  However, there are specific problems that deserve mentioning, and it is that in general, only those people who are likely to suffer the specific loss defined in the policy are likely to purchase that type of policy, creating the need for much higher premiums than if the specific hazard policy were spread across a more general population.  This phenomenon, called ‘adverse selection’ (Power Point Slide 29-7), has made the business of hazard insurance undesirable to many insurance companies. 

IV. Several methods have been adopted to address the problems associated with adverse selection (Power Point Slide 29-8).  Examples are provided:

A. The inclusion of these disasters in basic/comprehensive homeowner and renters’ policies, regardless of exposure or vulnerability.  In doing this, the risk is spread across the entire population of policy holders in the country, regardless of differential risk between individuals.  Additionally, controls are placed upon the minimum spatial zones within which each company can provide policies to ensure that the ratio of policies affected by a disaster to those unaffected are kept as low as possible.

B. The introduction of government backing on insurance coverage of catastrophic events.  In this scenario, the insurers are liable for paying for damages up to an established point, beyond which the government supplements the payments.  Terrorism insurance, as discussed later in this session, is an example of government backing on insurance coverage of catastrophic events.

C.
Heavier reliance on international reinsurance companies.  Buying reinsurance can spread the local risk to wider areas of coverage; thereby making the chance that annual claims exceed collected premiums very low.  Unfortunately, many companies are unable to purchase all the reinsurance that they would like to have.  Additionally, because many of these policies require the insurers to pay a percentage of total claims placed, the amount they ultimately pay in catastrophic disasters can be still be massive despite reinsurance coverage.

V.
Ask the Students if they think adverse selection is fair.  Ask the Students what possible alternatives they can suggest for adverse selection, and why those alternatives would be fair.

VI.
Several advantages gained through the use of insurance have been identified (Power Point Slide 29-9).  They include:

A.
Victims are guaranteed a secure and predictable amount of compensation for their losses.  With this coverage, they do not have to rely on disaster relief, and moreover, reliance on government assistance is reduced.

B.
Insurance allows for losses to be distributed in an equitable fashion, protecting many for only a fraction of the cost each would have individually incurred if exposed to hazards.  This can help the economy overall by reducing bankruptcies, reducing reliance on federal government, and increasing the security of small businesses and individuals who often are often the most severely affected victims of disaster.

C. Insurance can actually reduce hazard impact by encouraging policy holders to adopt certain required mitigation measures.  For instance, as policy holders reduce their vulnerability to risk, their premiums fall.  Automobiles that have air bags, anti-theft devices, and passive restraint devices, for instance, will receive a discount on their premiums.  Homeowners who develop outside of the floodplain, or who install fire suppression systems, will also receive these benefits.  This also places financial/economic disincentives for people or businesses to build in areas that are exposed to hazards.

VII.
Limitations on hazard insurance exist as well, and include (Power Point Slide 29-10):

A.
There is always the risk that insurance is impossible to purchase in the most high risk areas, if the private insurance companies decide that their own risk is too high.  This is especially true for hazards that affect a very specific segment of the population like landslides.  

1.
Ask the Students, “Why would it be difficult for private companies to insure for landslide damages?”  Vulnerability to the landslide hazard is very well defined, and very well mapped.  Homeowners and businesses that are at risk of landslides tend to know their risk, and people who are not at risk know as well.  Other risks such as floods, tornadoes, hurricanes, and earthquakes, are not as well defined and tend to affect much larger population but to different degrees (rather than the binary risk of landslides – you are either at risk, or you are not at risk, with very little uncertainty).  Therefore, the premiums to cover such a high risk group would likely be too high to attract sufficient business to make the practice profitable for companies.

2.
Terrorism insurance following the September 11th terrorist attacks would be another example to explain this question.  Because of  the great uncertainty on risk and the unbounded consequences many insurers withdrew this type of coverage  or greatly increased premiums.  This topic will be discussed in greater detail later in the session. 

B.
Participation in insurance plans is voluntary.  Although the private insurance companies can still earn a profit despite low overall participation, benefits in terms of mitigation value become limited.  Additionally, it is not uncommon for homeowners and renters to purchase policies that cover less than is needed for catastrophic losses in order to save money, resulting in a reliance (though reduced) on government relief anyways.

C.
Participation in insurance has been known to encourage people to act more irresponsibly than they may have without such coverage.  For instance, if a person knows that their furniture is likely to be replaced if it is damaged in a flood, they are less likely to move that furniture out of harms way (such as moving it to a second floor of their home) during the warning phase of the disaster.  This phenomenon is termed the ‘moral hazard’.  In the long run, this causes damage payouts to increase, and as result, premiums to increase as well.

D. Many insurance companies are pulling out of specific disaster insurance plans because the probability that they will not be able to cover catastrophic losses is too great.  Before 1988, there had never been a single disaster event for which the insurance industry as a whole needed to pay over $1 billion in claims.  Since that time there have been over 20 events where claims have exceeded that threshold.  Hurricane Andrew required $15.5 billion in compensation, and estimates for insured losses in the September 11th terrorist attacks have been as high as $40 billion (International Insurance Society, 2003).

E.
In catastrophic losses that cover a wide but specific geographic space within the country can cause inequitable premium increases if coverage areas are too general.  For instance, the California Northridge earthquake cost insurers more than $12 billion in claims, but only $1 billion in premiums had been collected in the entire state of California.  Therefore, the payment for this event and, likewise, the required increase in premiums, was ‘subsidized’ by other states who were not affected and are not at such high risk (Mileti, 1999)

F.
Insurance has been denied status as a true mitigation measure by some because it is seen as redistributing losses rather than actually eliminating exposure to the hazard (which would effectively limit absolute losses).  

1.         Ask the Students, “Does insurance encourage people to place themselves at higher risk to hazards?”  This is a widely debatable issue, which requires many assumptions.  For instance, one must assume that an individual has the ability to move out of a risky situation, or that they have options that present less risk, before stating that the mere presence of the insurance encourages them to live in the more risky situation.  

 2.
Secondly, it assumes that we would have the ability to limit all losses, or that we would be able to reach consensus as a society about which hazard risk should be considered insurable, and at which level of risk insurance should be limited or prevented.  Students will likely have their own opinions, and personal experience to support their ideas should be encouraged.

VIII.
The National Flood Insurance Program (the following information is found in the Federal Emergency Management Agency (FEMA) and Federal Insurance and Mitigation Administration (FIMA) report “National Flood Insurance Program: Program Description,” listed as required reading for the session.)

A.
History of the Program

1.
“Up until 1968, Federal actions related to flooding were primarily responses to significant events that resulted in using structural measures to control flooding.  Major riverine flood disasters of the 1920’s and 1930’s led to considerable Federal involvement in protecting life and property from flooding through the use of structural flood-control projects, such as dams and levees, with the passage of the Flood Control Act of 1936.  Generally, the only available financial recourse to assist flood victims was in the form of disaster assistance.  Despite the billions of dollars in Federal investments in structural flood-control projects, the losses to life and property and the amount of assistance to disaster victims from floods continued to increase. 

2.
As early as the 1950’s, when the feasibility of providing flood insurance was first proposed, it became clear that private insurance companies could not profitably provide such coverage at an affordable price, primarily because of the catastrophic nature of flooding and the inability to develop an actuarial rate structure which could adequately reflect the risk to which flood-prone properties are exposed.  Congress proposed an experimental program designed to demonstrate the feasibility of the private sector providing flood insurance by enacting the Federal Insurance Act of 1956, but this Act was never implemented.  

3.
In recognition of increasing flood losses and disaster relief costs, major steps were taken in the 1960’s to redefine Federal policy and approaches to flood control.  In 1965, Congress passed the Southeast Hurricane Disaster Relief Act.  The Act was as a result of the extensive damage caused by Hurricane Betsy in the Gulf States.  The Act provided financial relief for the flooding victims and authorized a feasibility study of a national flood insurance program.  The resulting report was entitled, “Insurance and Other Programs for Financial Assistance to Flood Victims”. Shortly thereafter, the Bureau of the Budget Task Force on Federal Flood Control in 1966 advocated a broader perspective on flood control within the context of floodplain development in House Document 465, “A Unified National Program for Managing Flood Losses”.  House Document 465 included five major goals (Power Point Slide 29-11):

a. Improve basic knowledge about flood hazards; 

b. Coordinate and plan new developments in the floodplain;

c. Provide technical services; 

d. Move toward a practical national program of flood insurance; and

e. Adjust Federal flood control policy to sound criteria and changing needs.  

B.
The National Flood Insurance Act of 1968
1.
House Document 465 and the prior feasibility study provided the basis for the National Flood Insurance Act of 1968.  The primary purposes of the 1968 Act creating the NFIP are to:

a. Better indemnify individuals for flood losses through insurance; 

b. Reduce future flood damages through State and community floodplain management regulations; and

c. Reduce Federal expenditures for disaster assistance and flood control.

2.
Section 1315 of the 1968 Act is a key provision that prohibits FEMA from providing flood insurance unless the community adopts and enforces floodplain management regulations that meet or exceed the floodplain management criteria established in accordance with Section 1361(c) of the Act.  These floodplain management criteria are contained in 44 Code of Federal Regulations (CFR) Part 60, Criteria for Land Management and Use.  The emphasis of the NFIP floodplain management requirements is directed toward reducing threats to lives and the potential for damages to property in flood-prone areas.  Over 19,700 communities presently participate in the NFIP.  These include nearly all communities with significant flood hazards.

3.
In addition to providing flood insurance and reducing flood damages through floodplain management regulations, the NFIP identifies and maps the Nation’s floodplains.  Mapping flood hazards creates broad-based awareness of the flood hazards and provides the data needed for floodplain management programs and to actuarially rate new construction for flood insurance.

4.
When the NFIP was created, the U.S. Congress recognized that insurance for “existing buildings” constructed before a community joined the Program would be prohibitively expensive if the premiums were not subsidized by the Federal Government.  Congress also recognized that most of these flood-prone buildings were built by individuals who did not have sufficient knowledge of the flood hazard to make informed decisions.  Under the NFIP, “existing buildings” are generally referred to as Pre-FIRM (Flood Insurance Rate Map) buildings.  These buildings were built before the flood risk was known and identified on the community’s FIRM.  Currently about 26 percent of the 4.3 million NFIP policies in force are Pre-FIRM subsidized compared to 70 percent of the policies being subsidized in 1978.  

5.
In exchange for the availability of subsidized insurance for existing buildings, communities are required to protect new construction and substantially improved structures through adoption and enforcement of community floodplain management ordinances.  The 1968 Act requires that full actuarial rates reflecting the complete flood risk be charged on all buildings constructed or substantially improved on or after the effective date of the initial FIRM for the community or after December 31, 1974, whichever is later.  These buildings are generally referred to as “Post-FIRM” buildings.  
6.
Early in the Program’s history, the Federal Government found that providing subsidized flood insurance for existing buildings was not a sufficient incentive for communities to voluntarily join the NFIP nor for individuals to purchase flood insurance.  Tropical Storm Agnes in 1972, which caused extensive riverine flooding along the east coast, proved that few property owners in identified floodplains were insured.  This storm cost the Nation more in disaster assistance than any previous disaster.  For the Nation as a whole, only a few thousand communities participated in the NFIP and only 95,000 policies were in force.

7.
As a result, Congress passed the Flood Disaster Protection Act of 1973 (Power Point Slide 29-12).  The 1973 Act prohibits Federal agencies from providing financial assistance for acquisition or construction of buildings and certain disaster assistance in the floodplains in any community that did not participate in the NFIP by July 1,1975, or within 1 year of being identified as flood-prone.  

8.
Additionally, the 1973 Act required that Federal agencies and federally insured or regulated lenders had to require flood insurance on all grants and loans for acquisition or construction of buildings in designated Special Flood Hazard Areas (SFHAs) in communities that participate in the NFIP (Power Point Slide 29-13).  This requirement is referred to as the Mandatory Flood Insurance Purchase Requirement.  The SFHA is that land within the floodplain of a community subject to a 1 percent or greater chance of flooding in any given year, commonly referred to as the 100-year flood.  

9.
The Mandatory Flood Insurance Purchase Requirement, in particular, resulted in a dramatic increase in the number of communities that joined the NFIP in subsequent years.  In 1973, just over 2,200 communities participated in the NFIP.  Within 4 years, approximately 15,000 communities had joined the Program.  It also resulted in a dramatic increase in the number of flood insurance policies in force.  In 1977, approximately 1.2 million flood insurance policies were in force, an increase of almost 900,000 over the number policies in force in December of 1973.  

10.
The authors of the original study of the NFIP thought that the passage of time, natural forces, and more stringent floodplain management requirements and building codes would gradually eliminate the number of Pre-FIRM structures.  Nevertheless, modern construction techniques have extended the useful life of these Pre-FIRM buildings beyond what was originally expected. However, their numbers overall continue to decrease.  The decrease in the number of Pre-FIRM buildings has been attributed to a number of factors such as, severe floods in which buildings were destroyed or substantially damaged, redevelopment, natural attrition, acquisition of flood damaged structures, as well as flood control projects.  

11.
In 1994, Congress amended the 1968 Act and the 1973 Act with the National Flood Insurance Reform Act (NFIRA) (Power Point Slide 29-14). The 1994 Act included measures, among others, to:

a. Increase compliance by mortgage lenders with the mandatory purchase requirement and improve coverage; 

b. Increase the amount of flood insurance coverage that can be purchased;

c. Provide flood insurance coverage for the cost of complying with floodplain management regulations by individual property owners (Increased Cost of Compliance coverage);

d. Establish a Flood Mitigation Assistance grant program to assist States and communities to develop mitigation plans and implement measures to reduce future flood damages to structures; 

e. Codify the NFIP’s Community Rating System; and

f. Require FEMA to assess its flood hazard map inventory at least once every 5 years.

12.
Funding for the NFIP is through the National Flood Insurance Fund, which was established in the Treasury by the 1968 Act.  Premiums collected are deposited into the fund, and losses, and operating and administrative costs are paid out of the fund.  In addition, the Program has the authority to borrow up to $1.5 billion from the Treasury, which must be repaid along with interest.  Until 1986, Federal salaries and program expenses, as well as the costs associated with flood hazard mapping and floodplain management were paid by an annual appropriation from Congress.  From 1987 to 1990, Congress required the Program to pay these expenses out of premium dollars.  When expressed in current dollars, $485 million of policyholder premiums were transferred to pay salary and other expenses of the Program.  Beginning in 1991, a Federal policy fee of $25 dollars, which was increased to $30 in 1995, is applied to most policies in order to generate the funds for salaries, expenses, and mitigation costs.

13.
The program currently has three basic components (Power Point Slide 29-15):

a. Identifying and mapping flood-prone communities,

b. Enforcing the requirement that communities adopt and enforce floodplain management regulations, and 
c. The provision of flood insurance.

IX.
Other Hazards

A.
Earthquakes
1.
Although floods are the most costly hazard in the United States in regards to both loss of life and damage to property, it is estimated that earthquakes present the threat for the greatest single-event loss of property.

2.
Earthquake insurance does exist in the United States, but whether or not the insurance companies would have the capability to support a catastrophic event is uncertain.

3.
 Despite the fact that such a great number of people in the United States are technically ‘at risk’ from earthquakes, perception of that risk is low outside of the most obvious risk zones (such as Los Angeles and San Francisco.)  As result, the majority of the exposed population does not have any earthquake insurance.  Of those policies that do exist, the majority are commercial or industrial, not residential.  It was recently estimated the less than 5% of property in California was insured against earthquakes, despite the fact that the 1971 San Fernando Earthquake resulted in $500 million in damage (of which only $32 million was covered under insurance policies.)

4.
Of the earthquake insurance policies that do exist, the majority of them are geared towards catastrophic losses by means of large initial deductible amounts.  These high deductibles, which are often 5% of the total value of a house, tend to deter homeowners from purchasing them because they often do not foresee major damage occurring.  For example, a $500,000 house would need to sustain over $25,000 in damage before the insurance company would begin accepting claims.  To illustrate this point, it is useful to consider the 1971 San Fernando (California) earthquake.  In this event, the average amount of damages per household was 6.6%.  With deductibles this high, many homeowners actually find it more cost-effective to perform more structural mitigation measures such as installing earthquake retrofitting than purchasing earthquake insurance (Smith, 1992).

B.
Severe Storms

1.
Smith writes, “More property is probably insured against storms and other weather-related damage than any other form of environmental hazard.”  This is due to the fact that most insurance policies do not limit their coverage for general ‘storm related losses’, which can include wind, snow, hail, lightning, and others.

2.
Although hurricanes are major hazards that inflict significant damage, they are often included in basic policies.  Hurricanes are seen as having great potential to cause financial difficulties or failure of many insurance companies because coverage for large events could easily exceed collected premiums. 

3.
The wide availability of insurance that covers major storms is seen has playing a major role in increasing the demand for houses in more vulnerable locations such as the coastal regions.  Homeowners are given the comfort in knowing that, even if a storm destroys everything they have, they will be compensated and they will be able to rebuild as before.  Additionally, real estate agents have said that the availability of this form of insurance has made selling houses in vulnerable areas much easier (Smith, 1992).

C.
Technological Hazards

1.
Many homeowner and renter insurance policies cover people against the risks associated with technological hazards.  Most industries that create these hazards are required to carry insurance that would cover the victims and compensate for property losses if an accident did occur.  Policies that cover technological hazards tend only to limit exposure to radiation.

2.
The single greatest problem associated with insurance against technological hazards is that their effects are sometimes delayed, making it difficult to even know the full effects of accidents that occur.  Linking chronic illnesses to specific events can be difficult (Smith, 1992).

D.
Terrorism

1.
Following the events of September 11th, 2001, which caused great financial strain to many insurance and reinsurance companies, there was an industry call to reform policy defining terrorism risk insurance.  The result of this deliberation was the Terrorism Risk Insurance Act of 2002.

2.
The primary purpose of the law is to provide Federal support to insurance companies that provide insurance against acts of terrorism.  This ensured that even if an attack of the magnitude seen on September 11th, 2001, occurred again, the insurance companies could remain in business.  Without such a provision, insurance that covered acts of terror would likely cease to exist.

3.
The Act works as follows (Power Point Slide 29-16):

a.
The first $5 million in losses from any single event is paid by insurers (the Act does not apply at all to losses from acts of terrorism that in sum do not exceed $5 million).

b.
If losses amount from $5 million to $100 billion, the insurer pays a deductible, which increases each year from 2002-2005 (2002 = 1%, 2003 = 7%, 2004 = 10%, and 2005 = 15%).  For losses above the deductible, the insurers pay 10% and the government pays 90%.

c.
If losses exceed $100 billion, neither the government nor the insurers is liable for payment beyond the initial $100 billion.

4.
The government is eventually reimbursed for specified amounts of the insured losses that they cover.  Like the deductibles, these reimbursements are based upon the specific year.  For the ‘transition period’, which extends until the end of 2003, the insurers pay “$10 billion or the aggregate amount of all insured losses during such period, whichever is less.”  In 2004, the insurers pay “$12.5 billion or the aggregate amount of insured losses during this period, whichever is less.”  Finally, for 2005, insurers pay “$15 billion or the aggregate amount of insured losses during this period, whichever is less.”  

5.
One of the most important components of this Act is that insurers cannot fully exclude acts of terrorism from their policies.  They are, however, allowed to charge higher premiums to account for the inclusion of coverage for terrorist acts (IIAA, 2002).

X.
Risk Sharing Pools (Power Point Slide 29-17) - Claire Reiss of the Public Entity Risk Institute, author of “Risk Identification and Analysis: A Guide for Small Public Entities” describes an alternative for local governments and other small public entities that are considering purchasing insurance; Risk sharing pools:

A.
“A public entity that is considering purchasing traditional insurance may also consider public risk-sharing pools.  These are associations of public entities with similar functions that have banded together to share risks by creating their own insurance vehicles.  Pools sometimes structure themselves or their programs as group insurance purchase arrangements, through which individual members benefit from the group’s collective purchasing power.  Members pay premiums, which (1) fund the administrative costs of operating the pool, including claims management expenses and (2) pay members’ covered losses.

B.
“Pools can provide significant advantages to their members.  For example, they offer insurance that is specific to public entities at premiums that are generally stable and affordable.  Many pools also offer additional benefits and services at little or no extra charge, including advice on safety and risk management; seminars on loss control; updates on changes in the insurance industry; and property appraisal and inspection.  Some pools offer members the opportunity to receive dividends for maintaining a good loss record.

C.
“Some membership organizations for public entities sponsor pools or endorse insurance products that are then marketed to their members.  However, sponsorship or endorsement by a membership organization does not guarantee that the insurance is broad enough to meet the needs of a given entity or that the insurance provider is financially stable.  A public entity must apply the same due diligence to a consideration of these programs that it would apply to a comparison of available commercial insurance programs” (Reiss, 2001).


Supplemental Considerations:

Much more information on insurance, including a section titled “Insurance 101” that provides answers to frequently asked questions, can be provided to students if they would like to learn more about the industry by accessing the website www.independentagent.com. For more information on the Terrorism Risk Insurance Act of 2002, students should visit the website http://vu.iiaa.ne/Terrorism.htm.  For more information on the national flood insurance program, students should read the National Emergency Management (NEMA) National Flood Insurance Program session from their 2-day Hazard Mitigation Officer Training Program, which can be found online at http://www.riskinstitute.org/FP_DOCS/SGChapter11.pdf.   
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