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Thank you Senator Crisco, Representative Fontana and members of the Insurance
Committee. My name is Tim Knapp and I serve as Regional Counsel for Allstate’s
Northeast Region, which is comprised of New England and Pennsylvania. I appreciate
the opportunity to present this testimony and applaud your consideration of Senate Bill
530. 1 would also like to recognize specifically, Senator Crisco, for sponsoring this
important legislation and for his longstanding commitment to the issue of preparing for
natural catastrophes.

Allstate believes that overwhelming evidence already exists to support the creation of a
catastrophe fund in Connecticut that would provide savings to consumers and additional
resources to first responders, firefighters, disaster preparedness professionals, state
troopers, local law enforcement, EMTs and volunteer fire fi ghters,

We feel so strongly about this issue that we became a charter member of
ProtectingAmerica.org, a non-profit organization committed to finding better ways to
prepare and protect American families from the devastation caused by natural
catastrophes. The organization was formed in the summer of 2005, right before the
onslaught of hurricanes Kairina, Rita and Wilma, and is chaired by James Lee Witt, the
former director of the FEMA, and Admiral James Loy, the former deputy secretary of
Homeland Security and former commandant of the US Coast Guard.

ProtectingAmerica.Org’s more-than 200 members include the American Red Cross and
other first responders, emergency management officials, national and local insurers,
municipalities, small businesses, and Fortune 100 companies along with fens of
thousands of private citizens impacted by this issue including many in Connecticut and
the Northeast.

ProtectingAmerica.org was formed to raise the national awareness about the important
responsibility we all have to prepare for the inevitable disasters that will strike and to
protect ourselves as well as our resources from the ravages of massive natural disasters.




To that end, it has been determined based upon past disasters and past practices that there
exists one crifical component that we can create and implement immediately. What I refer
to and what we support is the creation of a comprehensive, national catastrophe
management solution that protects homes and property at a lower cost, improves
preparedness, and reduces the financial burden on consumers and taxpayers — all in an
effort to speed recovery, protect property, save money and save lives.

Please consider the following:

e 57% of Americans live in areas prone to catastrophes like major hurricanes,
earthquakes or other natural disasters, While opponents of a comprehensive
program to assure the safety of these American families glibly say that “people
shouldn’t move to those areas,” the fact is that better than half of the American
public already lives in catastrophe-prone areas like New York, Miami, Galveston,
Los Angeles, St. Louis and coastal counties in Connecticut.

o Seven of the 10 most costly hurricanes in US history have occurred in the last 5
years.

Every national and international forecasting agency has predicted that the worst of
these storms is yet to come.

While little can be done to completely eliminate the actual catastrophe, we must break the
cycle of build, destroy and build again in the same old, broken way.

Programs to improve preparedness, increase public education, enhance prevention and
mitigation efforts, and augment support for first responders are the keys to improving our
national capability to prepare and protect our citizens for what is certain to happen —
another natural disaster.

e Public education programs will help homeowners make plans and be.prepared in
advance of an emergency.

o Mitigation programs such as strong and enforceable building codes and
refrofitting programs will improve the integrity of catastrophe-prone structures so
that damage is minimized when catastrophe strikes.

o An increase in first responder funding will help finance the critical programs that
too often get shortchanged in the give-and-take of local budgeting decisions.

We support the establishment of a stronger public-private partnership as part of a
comprehensive, integrated solution at the local, state and national levels.

This discussion is very timely with the nation’s current economic concerns. Since the
Committee’s public hearing on this topic last year, some industry representatives have re-




thought this issue and are now supporting government involvement in catastrophes and
different types of backstop programs. In addition, the Democratic National Committee

had a strong statement of support for a national CAT Fund in their party platform while -

the Republican platform supported general catastrophe management initiatives.

We believe the solution would include privately financed state catastrophe funds for
states like Connecticut, established by the legislatures in catastrophe-prone states, to
provide more protection at lower cost to consumers. These state level catastrophe funds
would serve as a backstop to the private insurance and re-insurance markets and would
generate investment earnings that, in addition to helping to pay claims, would be used for
mitigation, prevention, preparation and first responder programs.

These state catastrophe funds would be financed through mandatory contributions by
insurance companies in states in an amount that reflects the risk of the policies that they
write in different zip codes. Actuarially sound premiums — not tax dollars — would
support those funds.

Qualified state funds would be required to set aside a minimum of $10 million up to a
maximum of 35% of investment income for first responder, for prevention and for
mitigation programs. Once again, not taxpayer dollars.

Our organization commends the Co-Chairs for proposing Senate Bill 530 for a hearing
and inviting testimony. We truly appreciate all of the work you and your colleagues have
done to this point on this vitally important matter. We must continue to work together to
protect all of Connecticut who would benefit from such a fund.

The hurricane seasons of this new century have been devastating wake up calls for
American families. Through our.work with ProtectingAmerica.org, we hope to raise the
pational awareness and advocate for a national solution. This committee is the right
venue to craft that solution and offer Connecticut and America a betfer, more
comprehensive national catastrophe management program,

Creation of a State Catastrophe Fund

Allstate and ProtectingAmerica.org have worked with legislators throughout the country
to draft legislation which would create State Catastrophe Funds. The bills are based on
the Mode! Act adopted by the National Conference of Insurance Legislators (NCOIL)
and the long-term success of the Florida Hurricane Catastrophe Fund, which has saved
the Florida market from complete collapse, saved homeowners billions of dollars off their
homeowners insurance bills compared to what the private reinsurance marketplace would
have charged, and stimulated valuable prevention and mitigation efforts,

The premiums charged for catastrophe protection in a public sector catastrophe fund
under this model would be both actuarially sound and significantly lower than those
charged by reinsurers in the private market. Depending on the layer of coverage and




probability of occurrence, we have found the cost of reinsurance in the private market
will generally be three to five times the cost of the same coverage through a quasi-public
sector entity, and there are examples where the cost is ten times as much.

The primary reasons State Catastrophe Funds are less expensive than coverage in the
private reinsurance market include:

. The operating costs of a State Catastrophe Fund can be as low as 1% of
the annual premium compared with the operating costs of private
reinsurance, which can range between 10% to 15% of the premium
collected;

. A State Catastrophe Fund would charge only the average cost of the
coverage plus a small expense load, while a private reinsurer will charge
the average cost of the coverage plus a more significant expense load and
a significant profit and risk load;

. A State Catastrophe Fund does not typically pay reinsurance brokerage
commissions;
. A State Catastrophe Fund has no underwriting costs since it is a

mandatory program requiring a minimum level of participation by all
insurers that sell residential property insurance in a state;

. Since a State Catastrophe Fund is a program that benefits citizens of a
~ state, it does not pay federal or state taxes; and
. A properly structured State Catastrophe Fund has the ability fo issue tax

exempt debt, which will result in lower financing costs should the need
arise to finance losses with revenue bonds.

In short, State Catastrophe Funds work because they help contain the cost of residential
property insurance, protect against large private reinsurance premium increases, stabilize
the market and encourage competition among homeowner’s insurance companies.

Getting Started

The creation of a State Catastrophe Fund is not extremely complicated. The enabling
legislation sets forth the powers, responsibilities, and coverage parameters of the Fund
and participating insurers. After an initial contribution from the state (the IRS requires a
contribution to secure tax-free build-up in the funds), the Fund operates 100% on private
insurance company premiums.

The initial state appropriation, as well as initial assessments against each insurance
company (as stated in the enabling legislation), provide the cash flow for the new
Catastrophe Fund to secure the necessary professional employees, appropriate consultants
(CPAs, actuaries, attorneys, underwriters, etc.) as well as office space and equipment,
Given the limited role of the Fund, there is no need for an extensive and elaborate
administrative set-up. For example, the Florida Hurricane Catastrophe Fund operates
with a full-time staff of just nine people, despite providing coverage for over $28 billion
of potential losses. The Fund can be up and running in a matter of weeks, and could issue




contracts and begin collecting premiums from insurers shortly after that time; with cost
savings immediately provided to consumers once the contracts are effective.

Who operates the Catastrophe Fund?

Depending on the state, the draft legislation recommends, that the Catastrophe Fund
come under the jurisdiction of a State Treasurer working in conjunction with the State
Insurance Commissioner, and in some cases, with a State Controller or Comptroller. The
draft legislation also recommends the creation of an Advisory Council with appointments
from the Governor, with the advice and consent of the Senate. Appointments to the
Advisory Council should include an actuary, meteorologist, engineer, a representative of
an insurer, an insurance agent, a representative of a reinsurer, consumer representative,
representative of organized labor, representative of law enforcement, representative of
firefighters, a building code official, a representative of the State’s emergency
management office and one or more members of the public.

Structure of a State Catastrophe Fund

The Fund is set up as a state trust under the control of designated commission members.
Funds in the trust grow tax-free and are only utilized when insured losses in a single year
reach a catastrophic trigger that will vary depending on a particular state’s overall
exposure and caps the liability of the Fund; again at a level that will be set based on
particular circumstances in each State,

The goal of the Fund is not to displace the private reinsurance market in the State. Rather,
the goal is to provide a more cost-effective source for additional capacity for a particular
layer of exposure that will stabilize the overall market and provide savings for
homeowners. ~ Although an insurer can select their level of coverage, all residential
propeity insurers must participate in the Fund and pay premiums to the Fund based on
their risk-adjusted exposure.

State Catastrophe Fund Coverage

In a marketplace with no Catastrophe Fund, the premium paid by homeowners to the
primary insurer includes the entire cost for any private reinsurance purchased by the
primary insurer. In the event of a catastrophe, insureds pay a deductible of typically one
or two percent (although the trend is for higher deductibles). The primary insurer pays
for all losses to the consumer above the deductible. The primary insurers then receive
reimbursement up to the reinsured limit from the reinsurer,




Table 1

Insured’s
Deductible

With a State Cat Fund in place, once the insured losses reach the catastrophic trigger, the
State Cat Fund would cover 45%, 75% or 90% of the losses up to the Cat Fund cap
(losses currently being covered by the primary insurer or reinsurer at a much higher cost).

Table 2
National Catastrophe Fund
or
Reinsurer
insured’s
Deductible
Premiums

With a State Catastrophe Fund, insurance companies selling homeowner’s insurance
coverage are charged an annual premium by the State Catastrophe Fund based on
actuarially sound rates. The rates are applied by zip code, construction type and
deductible level. In order to calculate the correct premium, each insurer must submit to
the Fund its exposure data by a certain date each year.




It is important to note that reinsurance companies demand this same type of information
before writing reinsurance coverage. A key difference is that when an insurance
company writes a check for the reinsurance premium to the State Catastrophe Fund, it is
dramatically less expensive than compared to the private marketplace. Another key
difference is this: if no catastrophe occurs in a given year, the moneys paid into the State
Catastrophe Fund stay in the Fund and grow over time. Under the status quo model, the
money flows primarily off-shore to the investors of private reinsurers.

Coverage Options

Every homeowner’s insurer must participate in the State Cat Fund, but companies have a
choice of the level of participation. Each company may choose a participation level of
10%, 25% or 55%. Simply put, if a company wants to assume a greater portion of their
catastrophic loss exposure, they can do so by choosing the 55% participation option (they
would then refain 55% of the risk). As illustrated in Table 2, each primary insurer
chooses to retain between 10% and 55% of the State Catastrophe Fund layer of coverage.

Covered Lines
The dwellings eligible for coverage under a State Catastrophe Fund are flexible.
Residential properties are the most exposed and bear the highest reinsurance costs.

ProtectingAmerica.org supports including homeowners, rental, condo owners and mobile
homeowners policies in the Catastrophe Fund.

Capacity

Insurers are charged an actuarially sound premium for the coverage they choose, and this

premium becomes the basis of the Fund balance. -As money is collected, it is set-aside -

and permitted to grow and accumulate tax-free. ProtectingAmerica.org supports
legislation that requires the Fund to distribute between 10% to 35% of the investment
income earned each year back to first responders, counties and municipalities, and other
programs that provide prevention, mitigation, disaster preparation and consumer
education.

Is a State Catastrophe Fund like Citizens or a FAIR Plan?

No. A Catastrophe Fund relationship is NOT a relationship between consumers and
insurance companies (like a FAIR Plan, Citizens, or traditional insurance company-
customer relationship). The fransaction is between the insurance company and the State
Catastrophe Fund.

A FAIR plan, or similar plan, is a state-run “insurer of last resort™ that writes policies for
consumers who cannot obtain coverage from a traditional provider. State Catastrophe
Funds function entirely as a financial backstop that is funded by insurer contributions.




What happens to the Fund if a catastrophe DOES NOT occur in a given year?

Of course, this is what we all hope for. If an event does not occur, the money in the Fund
continues to grow along with new premiums. A portion of the investment income
(10-35%) would be distributed each year for the prevention, mitigation, preparation and
education programs. In states without a State Catastrophe Fund, those same premiums
become part of profits for private investors a majority of which typically flows out of the
United States to foreign reinsurers.

What happens to the Fund if a catastrophe DOES occur before the fund builds up
completely?

In the event of a deficit, the Fund has the authority to issue bonds and to levy assessments
on property and casualty premiums to provide a revenue stream to pay off the bonds.
Assessments are usually capped at a given pércentage. Even with a possible bonding
and/or assessment due to an event, consumers are still far better protected with a State
Catastrophe Fund when compared to historic reinsurance company post-event premium
increases. According to Guy Carpenter and Associates, the United State reinsurance
industry raised premiums by an average of 76% to cover their losses in 2005, Who pays
this cost? Consumers.

Moreover, and critically important, the market is protected from collapse because there is
certainty that the State Catastrophe Fund will be there to continue to provide protection
after a major event. Under the status quo model, there is no certainty as to whether
private reinsurers will continue to offer coverage, the limitation of that coverage or the
price of it

Again, thank your again for holding this hearing today and for your consideration of
Senate Bill 530.




