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Moderator David J. Oakden: I am David Oakden and I would like to welcome you to the Property and Casualty (P&C)
session on the update of the impact on the insurance industry of the September 11 terrorism attack. There will be a follow-
up session tomorrow morning on the impact on the life insurance industry.

On the morning of September 11, I was at a CIA Board Meeting. As the day unfolded, I was, as all of you, horrified
by the events of September 11. Being in Montréal with my home in Toronto, after my concern about what this would
do to our way of life, my immediate concern was how I would get back to my home in Toronto. As I was driving back
to Toronto listening to the continuing news broadcast, which updated the same horrible story, I started to think about
the impact this would have on the insurance industry. My first thought was this was going to be a huge loss, probably
dwarfing anything else that had happened. What would it do to rates? What would it do to the marketplace? Would
companies become insolvent? What was the impact?

Over the past nine months, sixteen days (I was kind of hoping it would be nine months and eleven days after September
11 and I could make a joke), the world has unfolded. I think many of us feel that life has returned almost to normal.
But I think that “normal” today is not what “normal” was a year ago, and will never be the same; however, a lot of
the aspects of September 11 are playing themselves out.

Today, we have two experts who will fill us in on the details. Steve Visner, who is a consulting actuary with Ernst &
Young in New York City, will go over some of the impacts on coverage and primary insurance and let us know some
of the details that are unfolding from that perspective. Our second speaker, Gord Crutcher, who is a reinsurance
consultant with Towers Perrin, will provide us with some impacts that are happening in the reinsurance markets and
how they are playing out. What I will do is introduce both speakers just before they speak.

As I said, our first speaker is Steve Visner. Steve is a consultant actuary and partner with Ernst & Young. He began his
actuarial career in 1975 with the Insurance Services Office, and, before joining Ernst & Young, he worked for Continental
Insurance, Sedgwick, and was also partner-in-charge of another big-five accounting firm. In addition to his consulting
experience, Steve has taught at the College of Insurance, and for the Casualty Actuaries of Greater New York. He has
been quite active in the Casualty Actuarial Society and was president of the Casualty Actuaries of Greater New York.
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Mr. Steven Visner: Thank you for inviting me to Halifax to speak; it is a very beautiful town. I do appreciate it. I have
been wondering if the sun ever comes out here.

I was in New York on September 11 and someone came into my office and asked if I knew about the plane that had
crashed into the World Trade Center. We all thought it was a small plane and we thought it was an accident. Then,
progressively, the news got worse and some of the people in my office went up to the fiftieth floor of our building and
actually saw the World Trade Center collapse. It was quite a sombre moment. After we got over the shock, what we all
thought about were the people who must have been in there. I did some calculations, and I thought there may have
been up to 20 to 30 thousand people in there. Thank goodness it was a lot less. Being the actuary, I asked one of my
claims people, “What is the workers’ compensation fatal weekly benefit in New York?” I started doing some calculations
and quickly got into billions of dollars just for workers’ compensation, and I told them that this was going to be huge.

After the dust settled somewhat in New York and we came back to work the next week, management of Ernst & Young
came to me and said, “Steve, this is going to be very difficult for insurance companies to reserve for. Year-end is coming;
it is already mid-to-late September. How in the world are we going to help our clients reserve for this? We want you
to write a cookbook, a formula, a model for them to use and we will sell some consulting business along the way and
help them make these estimates.”

I thought about it for two or three days and put a team of people together over the next weekend. We started writing
this model to set reserves for all the various lines of business that would be impacted. What we realized was that we
couldn’t write this cookbook; we couldn’t write this formula because there would be tremendous issues and complications
that would undoubtedly arise. We spent the entire weekend trying to come up with all the issues, all the complications
and complexities, and we realized that that there is no way we could accomplish our task. We thought that writing a
paper for the insurance companies about the complexities and issues would actually be a benefit to the industry and that
is, indeed, what we did.

Ernst & Young published our paper, “September 11 Disaster/Exposure of Loss Reserves Implications for Insurers,” around
the first week in October and I think it has been useful for a lot of companies. It has received some pretty good press
among some of the financial analysts as being one of the better pieces that has been written.

What I am going to do today is summarize the paper for you. It is a birds-eye view taken about two weeks after the
disaster of all the complications that we thought would happen. Then, to the extent that I can, I am going to give a
retrospective on some of these issues and where we are nine months later. A lot of these issues have not been resolved,
nor do I think they are going to be resolved for many, many years.

So, this white paper was e-mailed to most insurance company CEOs, CFOs, and others. It talks about the exposure issues
for companies, reserving issues, financial reporting issues, and tax issues. First of all, the key coverages affected include
things that are pretty obvious, such as building, contents and property, and covers the cost to repair or replace the
building and the contents that were lost.

Business interruption generally includes extra expense to cover the reduction in net income. It covers the reduction in
net income due to the outage of the business from the date of the physical damage to the date when the repairs on the
business are completed. Extra expense, which is generally associated with business interruption (BI), would provide for
costs in excess of normal operating costs that would be incurred to continue the operation of the business. There is an
interesting variation on business interruption, which a lot of policyholders purchase in a property policy, and it is called
“contingent business interruption.” The first one, business interruption, is your loss of property if your business is
damaged. The second one, contingent business interruption, covers your loss of profits if a direct supplier or a key
customer is damaged. In fact, we will see a little bit later that it does not have to be a direct supplier or key customer;
it could also be a supplier or customer anywhere embedded in a very complex business chain. This is one of the problems
in estimating business interruption claims and reserves.
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Regarding aviation coverage, there were four planes that crashed that day. Hull covers physical damage, instruments,
radios, and the engines of the plane. Passenger and third-party liability cover bodily injury and death to passengers, as
well as to people on the ground and property on the ground. Product liability would cover liability related to products
used in the manufacture and operation of the airplane, such as the airplane itself, the cockpit doors, the fuselage, and
equipment.

At first I thought I wouldn’t go into workers’ compensation, but, then again, this is Canada, where I think it is a little
different. There are two coverages in the United States. Workers’ Compensation Coverage A covers unlimited medical
care, death, disability, and rehabilitation benefits for, basically, any job-related accident or disease, as long as that accident
or disease occurs within the scope of employment. Workers’ Compensation Coverage B is liability coverage, which covers
where the employee or the employee’s family can sue the employer under common law. There are many cases where
an employee or their heirs can sue under common law, in cases of gross negligence. But, generally, in the United States,
the workers’ compensation is deemed to be an exclusive remedy. In other words, you can only recover under workers’
compensation in the statutory benefit written in each of the states, and there are also some federal laws that cover workers’
compensation. If you get workers’ compensation coverage, you also cannot sue your employer.

Liability coverage covers, if negligent, acts or remissions develop into bodily injury or property damage.

We must also consider reinsurance. Reinsurance issues are going to be enormous and immense.

We are going to go into each of these coverages and discuss some of the issues.

Property Insurance

Many of the coverages were for replacement costs, which is the cost to repair or replace the building or the contents.
We find that, many times, the insurance companies’ estimates of replacement costs when they wrote the policy were not
up-to-date. They may be many years understated, or may be off by inflation for many years in some cases. Before
September 11, the market was pretty soft although it had been hardening in the six to nine months before then. In many
cases, certainly a year before September 11, there were deliberate understatements of exposures to get more favourable
pricing on policies. Actual replacement costs may very well, in most cases, be a lot higher than the insurance company
realizes or what they thought the exposures may be. We believed that the magnitude of the disaster would increase
replacement costs due to the costs of material and labour. I read somewhere that there was more office space damaged
that day in the downtown City of Manhattan than existed in Miami Beach, Florida, after Hurricane Andrew. When they
started rebuilding the towns in Florida after Hurricane Andrew, the price of lumber went up about 80% because there
was a supply shortage and most insurance companies were not aware that this had happened. We felt there would not
be a supply shortage to the same extent when they started rebuilding, but, undoubtedly, the cost of replacement would
go up.

There was an increased demand for office space and everybody around New York City was scurrying to find office space.
Offices were being occupied in New Jersey, Pennsylvania, and in Connecticut, and there was a lack of space availability.
The cost of office space rose dramatically after September 11, and that, undoubtedly, will increase business interruption
costs.

We thought there would be companies that would use standard loss development models to estimate the losses after some
claims had been paid and some reserves had been set. We thought companies needed to be cautious in doing that, and
there would be some delays in claims reporting due to the devastation. We think there will be, and, indeed, there have
been, very large difficulties in estimating loss reserves due to business interruption claims, and that has really been the
problem with property. There are many complex business interruption claims, some of which have not, even yet, been
reported. Some were and still are being reported to insurance companies and we weren’t really sure of the impact on
speed. We weren’t sure if it would be slower than a typical catastrophe or faster than a typical catastrophe. We thought,
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in one sense, it would be faster because there would be a lot of advance payments by insurance companies in order to
get companies back up and running because everything had been destroyed and they needed some money right away.
On the other hand, there was going to be a lot of late reports. Actually, that is one of the things I would like to study:
“Speed on Case Reserving and Payments in this Catastrophe.” Right now, the data are not in, and we can’t even get
a hold of all the companies’ financial statements published at the end of 2001.

On property insurance, we were aware that companies would be trying to tap into their catastrophe modeling databases.
Many companies, within days, came up with estimates of their losses by going to companies, such as AIR (Applied
Insurance Research) and RMS (Risk Management Software) and they were using catastrophe-modeling databases to make
estimates. Basically, these were saying to assume total devastation at ground zero, then assume less devastation as you
move away from ground zero, falling off, maybe, to zero percent at a couple of miles away. Indeed, there were a couple
of companies at year-end that were making use of their catastrophe-modeling databases to make reserve estimates in
property.

Contingent Business Interruption

We believed that Contingent Business Interruption (Contingent BI) would be a very difficult coverage to make estimates
of reserves, and it would be contentious. Contingent BI as opposed to normal BI would cover if an insured has a loss
of profit or extra expense, or if a supplier or key customer was damaged – not if the actual insured was damaged, but
if one of their suppliers or key customers was damaged. The coverage comes in two flavours. It could be very narrow
coverage where the policy would say that it has to be damage to a direct supplier or direct customer, or the coverage
could be incredibly broad.

Most manuscripted policies that we saw after September 11 were very broad. Basically, what they said was, “We will cover
your lost profits or extra expenses if any direct or indirect supplier or customer was damaged. A simple example is where
A supplies B and B supplies C. A is damaged and located at the World Trade Center; Company C was indirectly
supplied by A; and they may have a Contingent BI claim. The implication of this is that the businesses that submit claims
may not be located near the World Trade Center. Most of the businesses of the World Trade Center were financial services
companies. These other companies may not be financial service companies, and, therefore, estimations may be difficult.
We talked to some of our economists, and said, “How do you make estimates for this, if A supplies B, and B supplies
C?” They told us that you can use something called “Economic Input/Output Models” to make estimations. I don’t think
anyone has ever done that economic exercise. What that means is that, for every dollar of expenditure that was reduced
by an affected business, it is possible to estimate the impact of lost earnings on other businesses that are directly or
indirectly impacted by that business. It is a very complex economic model and the model’s first and higher order of affects
can be used for the narrow coverage, and the second and higher order affects can be used for the broader coverage.

Aviation

Most aviation policies cover terrorist attacks, and so we felt that there would be no issue related to war-risk exclusion.
We thought these aviation policies would cover. Exposure from aviation is generally complicated. You can get exposure
from direct insurance, from pools, from associations, from assumed reinsurance, and from retrocessions. Companies have
to be aware of these multi-sources of loss. The direct policy and reinsurance policies in the aviation world can be
extremely complicated, and, indeed, can generally be more complicated than standard liability or property policies. There
are very unusual per risk limits, per event limits, reinstatement provisions, and aggregate limits.

The insurance companies should also be aware of a relief package for the airline industry that would really govern their
expenditures under aviation insurance policies. This was a government bailout bill that was passed, literally, a couple
of weeks after the disaster. The purpose of this was to provide financial aid for the airlines and also protection from
lawsuits. The key provisions are that it consolidated all lawsuits related to the accident in federal court. This was
something for which the insurance industry lobbied. The general perception in the US, where you can sue in federal
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or state court, was that the state court was quite a bit more lenient than the federal court. The insurance industry got
its way. It was actually the southern federal district of New York that got all the lawsuits consolidated. The airline bailout
provided an open-ended fund for victims on the planes and on the ground, and these losses under this bailout package
would be paid for by the government. It would cover all economic and non-economic loss of victims on the plane and
victims on the ground. If you put in a claim against this government fund, you waived all your rights to recover against
anyone else in a civil action.

To date, there has been a lot of controversy over this bailout plan. Why did the government bail out the airline industry
and not the insurance industry? But, especially for the victims, there are the rights of offset that have been decided. My
understanding is that the determination was made by the administrator of this fund that an offset to your economic
damage will be the amount of life insurance. Some fairly ludicrous results have been written up in the New York
newspapers. A major executive at one of the stockbroker companies, who may have been on the hundredth floor, lost
his life. Because he had a lot of life insurance, his heirs will get less than somebody who was a dishwasher at Windows
on the World. In fact, to date, probably because of what I just mentioned, literally a handful, maybe five or ten families,
have filed for compensation under this law. It is very uncertain what the remainders of these families are going to do
at this point and whom they are going to sue.

Workers’ Compensation

New York law will basically apply in most cases of workers’ compensation. In New York, workers’ compensation is
primary over health insurance, and so we didn’t think there would be anywhere near as dramatic an impact on health
insurance as there would be on workers’ compensation. As I said before, workers’ compensation provides death benefits,
lost wages, vocational rehabilitation, and medical benefits for employees who are injured within the scope of employment.
We felt, in this circumstance, all the workers who were injured or killed that day would be covered, whether they were
at work or on their way to work. They were either already on the World Trade Center premises or they were killed
in an area surrounding the premises. Normally, if you are injured in an area surrounding the premises, you would not
be covered, but we felt the Workers’ Compensation Board would be very lenient in this case.

We feel that claims will result from the inhalation of asbestos dust, and some of these will manifest themselves immediately,
and some in decades. I do have some statistics on that. The only statistics that we could find that are available are related
to fire fighters who were at ground zero and were helping out in the clean-up efforts. There were 6,500 fire fighters.
Apparently, one quarter of them, as of now, have claimed that they have respiratory ailments from breathing the material
that was down at ground zero. About 200 of them have been certified to be seriously ill and can retire immediately; and
1,100 have sued the City of New York for providing inadequate protection from the hazardous materials at the World
Trade Center.

 So, I think there will be, over time, quite a few claims for inhalation of dust, and there will be claims for post-traumatic
stress. I don’t think that this has been a big problem right now, but this will come from employees who were evacuated
from the World Trade Center, anyone who witnessed the tragedy, or anyone who was located near ground zero. I have
had people come into my office recently and say, “Steve, can you transfer me outside of New York City; we are scared
to death to work in Manhattan.” I think that it has severely impacted a lot of the people in New York and there will
be post-traumatic stress. The one saving grace on fraud claims is the maximum that New York will pay is $400 a week.
So, that same guy who wants to get out of New York, and who might claim post-traumatic stress, might think twice
before he goes out on workers’ compensation and gets 400 bucks a week.

Liability Issues

We think lawsuits will be started against any party that had a connection. There are some obvious targets – the airlines,
the airline manufacturers, the airport operators, security companies, architects, engineers, the federal government, and
New York City. We also think there will be suits against less obvious defendants, and, even though these suits will be
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groundless, there will be significant defense costs. There will be significant subrogation potential for property insurers
and workers’ compensation insurers. The US government, regardless of how much money it pays out under this fund,
has the right to subrogate against whoever they deem was the cause of action.

Ernst & Young are, right now, in the middle of a major subrogation study with six of the largest insurance companies
in the world. We started this before September 11, but we have been talking to them about their subrogation strategy
since. Each one of them, as of last week, told us, “It is too complex to make a determination of what we are going to
do, but we are probably going to subrogate.” They can subrogate against the airlines; they can subrogate against all those
targets; and they can subrogate against foreign governments. There are a lot of targets. The litigation over Locherbee, the
Pan Am 103, has lasted over 10 years and we think that September 11 will last a lot longer. I think the liability issues
will be very complex.

As we sat around on the weekend after the disaster, we thought people would be sued for two reasons. There was too
much asbestos in the building, and, therefore, all these workers were breathing it, but there was too little asbestos in the
building, as well, because the building didn’t last long enough. In fact, there is a federal panel of architects and engineers
that is undertaking a two-year investigation of what went wrong at the World Trade Center. What they have determined
is that the building collapsed because there wasn’t enough fire retardant material, and that it actually withstood the strike
of the plane. There was only enough fire retardant material in the building to stand for about 30 minutes, and, given
that it was well known that it would take two hours to evacuate the World Trade Center in a disaster, there are some
implications for liability here. There are probably some implications for the City of New York as to whether or not the
asbestos and the other fire retardant material was applied properly, and whether or not there was enough of it.

Reinsurance

Right now, the estimate for the loss is about $50 billion for the whole event. Most of it will be concentrated in the
reinsurance industry. We thought credit for ceded reinsurance needed to be carefully scrutinized at year-end. There were
a lot of high leverage markets that would have trouble responding. In fact, about $1.5 billion of the loss found its way
to two reinsurers in Japan. This is a billion-and-a-half of the airline losses that were in something called “Fortress Re.”
Apparently, this was something that these two reinsurers really knew nothing about, didn’t realize they had the exposure,
and they are now both bankrupt. I think it is going to take more time for some of the reinsurers to figure out that they
are on this risk. We think the reinsurers could easily refuse to reimburse the ceding companies on the grounds that the
War Act exclusion should have applied. It has been well publicized in the United States that virtually every insurance
company has said that they would pay the claims and not invoke a War Act exclusion. However, a reinsurer could say,
“That is very fine for you to pay your claim on the primary policy, but you know that I read on the primary policy
that you shouldn’t have paid the claim. And if you are not supposed to pay your claim, we don’t have to reimburse
you.” I have not yet heard of that argument being made. We think insurance companies will fully erode their ceded
reinsurance or their retrocessional limits, and, therefore, they will retain additional losses after their reinsurance is long
gone.

A big issue is, how many occurrences were there? There are different definitions of occurrence in a primary policy than
in a reinsurance policy. The reinsurers can argue that it was two separate occurrences, meaning that the primary would
have to absorb two losses. I am going to talk a bit about the latest; there is a lot of ugly controversy surrounding this.
In fact, when I got to my hotel room this morning, there was some interesting press which I will tell you about related
to Swiss Re, and some public comments that they made over it.

There are a lot of policies with what is called “multi-year retro-rated premium book rules,” both inwards and outwards.
Basically, what “multi-year retro-rated premium book rules” means is that you get reinsurance now and the reinsurer
provides you with some surplus relief, and you agree that you will pay the reinsurer back over time. Well, in the United
States, if you have a reinsurance contract like that, you have to book that additional premium as an accrual now, and
I can tell you that there are a lot of insurance companies that have not done that. I have done a lot of due diligence
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on companies after September 11, only to find them say that their September 11 net or reinsurance costs were not very
large, and later find out that they haven’t booked the additional premium they are going to pay in future years.

There will be finite and clash covers that will be hit. These are covers that are not normally hit, and these are covers
that are generally very thinly priced because most people feel that there is really no need for them. So, there are going
to be huge loss ratios for reinsurers that wrote finite and clash covers.

In summary, clearly, this is the single most costly event ever to the insurance industry. The next speaker will talk about
this. Commercial rates will be expected to rise appreciably. I won’t comment on that right now, but there will be restricted
coverage availability, very large, complicated lawsuits, large and very complicated BI claims, and very large and com-
plicated reinsurance issues.

Moderator Oakden: We are running behind schedule. I will have Gord Crutcher give his remarks next, and, if we have
time, Steve has an number of overhead slides that he prepared to update these issues.

Our next speaker, Gord Crutcher, is vice-president at Towers Perrin Reinsurance. Prior to joining Towers Perrin Re,
Gord was senior vice-president with Alexander Howden, now called Aon Re. Gord began his insurance career in 1961
with Phoenix of London and worked there for a number of years. He became a Fellow of the Insurance Institute of
Canada in 1966, and a Fellow Charter Insurance Professional in 1998. On October 30, 1999, Gord was elected chairman
of the Board of Governors of the Insurance Institute of Canada, its top position, which he filled for a year. Gord has
also been president of the Toronto Chapter for the Society of Fellows and president for the National Society of Fellows
in 1980. Also, in 1998, Gord was awarded the Fellow of Distinction Honour by the Insurance Institute of Canada. Our
next speaker, Gord Crutcher, is going to cover some of the reinsurance issues.

Mr. Gordon Crutcher: Thank you, David. We still have a few people left in the room, which is encouraging. The weather
must have become a little bit better out there.

I am going to warn you from the beginning, I am a reinsurance broker, and so this presentation is going to be from
the reinsurance point of view. Obviously, there have been a lot of important developments that took place on insurance
side, but my remarks will be slanted from the reinsurance end.

Well, this was such a pivotal event in the history of the insurance business that I think I will talk very briefly about
what the market was like before September 11, and then focus on all the exciting things that have happened since then.
The event is going to be included in every textbook on insurance and reinsurance for years to come because it did
definitely impact the way we evaluate and underwrite risk. It was the largest single-day insured loss in the history of
the insurance business. What a record. We didn’t need it because the market was already suffering prior to September
11, but this particular event hastened the hard market cycle.

As Steve mentioned, there really weren’t a lot of insurance companies that had major involvement. A lot of companies
were involved, but only about 20 had a very significant involvement in the World Trade Center loss. However, virtually
the entire reinsurance industry right around the world was impacted by it. Prior to September 11, tight market conditions
were already in place. We saw double-digit price increases occurring on the street at the insurance company level, the
economy was not doing well, and it was in decline. Low interest rates persisted, and there was a dot.com collapse. All
these very well-known events happened, and the industry was fretting about the huge loss potential that asbestos and
toxic mold claims were going have. These figures are not easy to obtain and I don’t claim they are 100% accurate, but
it is my best research into the capital base that supported the insurance industry at the end of 2000. Everything is in
US dollars. Compared to what the US P&C insurers and the US reinsurers have supporting them, the amounts
supporting the Canadian industry are very small. However, the global reinsurance base of $125 billion is, indeed,
significant. The loss estimates for the World Trade Center do vary, and, if you make the assumption that it is going to
be a $40 billion loss, reinsurance is probably in for about 60% of that. In this one loss, almost 20% of the total worldwide
reinsurance capacity was lost.
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We were certainly battered and bruised prior to September 11 as the loss ratios show for 1999 and 2000. I find it
interesting that, in the case of the US reinsurers, the increase in their combined ratio from September 30 to December
31 was only two points. Obviously, they were making use of the material that Steve talked about earlier to help with
their reserving. We didn’t do quite as well in Canada.

What happened in the exciting four months following the September 11 loss? Reinsurance negotiations were already
underway when this loss occurred and they came to an immediate halt. Some reinsurers said, “Sorry, we can’t even think
about your January 1 renewal until maybe November at the very earliest.” Reinsurers went back to the drawing board
to come up with new underwriting guidelines and models to reflect this additional exposure to which we hadn’t
previously given much thought. The affordability and availability of reinsurance was obviously going to be severely
impacted and the rating models had to reflect that. I know of one very large reinsurer where underwriters were getting
a new directive from head office every two weeks. Talk about confusion at the underwriting level! Terrorism, of course,
became a peril that, initially, insurers did not want to reinsure, but about the second week in December, the market started
to loosen on that point.

We have reinsurers that are no longer writing business because of this particular loss; ratings of other reinsurers certainly
suffered. In fact, 12 of the top 25 reinsurers that collectively write 80% of the world’s reinsurance premiums were placed
on credit watch by Standard & Poor’s.

This renewal season had its own characteristics. Initially, the most troublesome was the lack of uniformity and approach
among the leading reinsurers as to the direction we were going to go, and how covers were going to be rated and
underwritten. The retro market is important for reinsurers, just as reinsurance is important for insurers. The retro market
virtually disappeared with this particular loss. Gross became net almost overnight. As a result, overall capacity in the world
declined. We saw an awful lot of underwriting by committee, or centralized underwriting – “institutionalized underwrit-
ing,” as I call it. As a result, instead of one or two underwriters making these key decisions, you have to take your case
to the committee and justify it. The whole renewal process slows to a crawl. This is very common with all the major
reinsurers, and I think this approach is probably going to be with us for a while.

Actuaries really became key individuals in this whole renewal process. Almost every renewal was looked at by actuaries,
and we kept hearing how we really need the technical rate this year, and, if we don’t get it, we are not going to write
it. Reinsurers focused on profitability in every line of business. As a result, commissions decreased for proportional
business, and so the reinsurers’ margins increased. The commissions can decrease so much that the final commission can
be a negative number. So, there was a little blood spilled. Excess rates, obviously, went up. One of our major reinsurers
has said that, on average, per risk rates increased 130% for the business they renewed for 2002. Depending on the
reinsurer that you talk to, catastrophe rates went up anywhere from 30% to 50%.
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Swiss Re Canada turns out a great monthly bulletin. It is called Review and this is some material from its June issue. I
think the magazine is hitting the streets this week. It is available if you want to call Swiss Re or just log onto their website
and download it from the Swiss Re Canada portal. Among other things, in the current release, they analyze what
happened to Canadian catastrophe rates for all the business they were asked to support. You can see there was about
a 45% increase, on average, for Canadian catastrophe covers. There is a slightly different index, a US catastrophe index,
that a competitor maintains. With the help of the Insurance Information Institute, this graph was updated and shows
how the rate on line for US catastrophe covers really went up significantly for 2002. Lloyds does its own indexing. They
maintain an index for 38 different classes of business. I have only shown you two of them here, but the same general
trend in Canada and the US is obvious. We didn’t talk yet about the auto liability and general liability classes. This graph
illustrates there was about a 25% average increase, according to Swiss Re’s portfolio.
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Reinsurers were adamant that, this time around, they were going to get proper aggregate information from their clients.
Property insurers were used to this requirement, but it certainly became a “first” for the life and accident and health
insurers in having to track their concentrations. If you had any exposure in the US, you couldn’t tell the reinsurer enough
about those exposures.

Something that we weren’t used to in this country before was time limits. Time limits were imposed on quotations, which
ranged anywhere from seven to 30 days. You had to make up your mind within that period of time whether you wanted
to accept that quote or not. If you said, “No, I still want to think about it,” and the quote expired, you were left on
your own. If you wanted to come back and accept that quote down the road, you went to the bottom of the pile. You
had to work your way up again. In some cases, there was no capacity left, or the rate had gone up further.

Something called the “most favourable reinsurers terms” applied to every quotation. So, if reinsurer A said, “I don’t need
a terrorism exclusion” but reinsurer B said “I won’t write the treaty without one,” a terrorism exclusion applied even
though part of the market was willing to forego it. Occurrence limits became very commonplace, such as putting a $50
million Canada-wide limit on any personal lines terrorism loss. Reinstatement provisions (the number of losses that a
treaty will pay) decreased in number. Each one became quite expensive. While all this was going on and the sticker shock
was hitting the insurance companies, they, of course, decided that increasing their retentions was a key move to help
offset the higher reinsurance premiums. So, as a result of this loss, risks are analyzed differently. Reinsurers are really
focusing on the bottom line. The business relationship that reinsurers were so famous for promoting for years has basically
become a very low priority. Insurers were told, “You may have been our client for 50 years but our relationship is over
unless you are going to agree to my new terms. If you like my new terms then we are going to have a great relationship.”
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A lot of new capital came into the business. It is interesting that following Hurricane Andrew, it took something like
24 days to raise $6 billion. It took only 10 days after the World Trade Center to raise $20 billion. It is estimated that
we have $24 billion committed already, plus another $9 billion pending. A good deal of that has gone to Bermuda, where
there are 12 new reinsurance companies that weren’t there prior to September 11. There is a little debate as to whether
these companies will shorten the hard market. Not this year, but in, maybe, 12 to 18 months, it is a possibility. If you
are into numbers, there is where the top 15 deals ended up. Again, the limited amount of research that I was able to
do suggests that reinsurance premiums are about $110 billion a year for the entire market. Given the capitalization that
went into Bermuda, those companies have the capacity to write at least $6.5 billion of that. Bermuda is a case where size
really does matter. In fact, I hear Hollywood is going now to make a movie about all these new start-ups. They are going
to call it “A Man, A Dog, and A Billion Dollars.”

To touch very briefly on Lloyd’s, it played a major role, of course, in the World Trade Center loss. Despite that situation,
Lloyd’s came through really well at year-end with their market capacity at the highest level they have ever seen. The
difference, though, is (and it has been happening over the last three to four years) that most of that capacity is coming
from corporate capital, not the individual names that you have heard about for years. Major corporations are now funding
Lloyd’s operations. These companies are a lot more hard-nosed than the little old ladies and individuals that used to
be names at Lloyds. The capital came in, but time will tell if it stays quite as long as it did under a preponderance of
individual names.

LLOYD’S PREMIUM RATING INDICES 
For Property Reinsurance

0%

20%

40%

60%

80%

100%

120%

140%

160%

180%

200%

93 94 95 96 97 98 99 '00 '01 '02

U.S.
Non U.S.

Index is a simple average of the values reported by Syndicates



1 2

Délibérations de l’Institut canadien des actuaires, Vol. XXXIII, no 2, juin 2002

Mis à jour : incidence des attaques terroristes du 11 septembre sur l’industrie de l’assurance – Assurances IARD (TL no 12)

We are now in 2002, and what is going on today? The market is harder than it was last December. Reinsurers are just
as aggressive and just as tough in demanding increases in rates and obtaining information as they were last year. Of
course, the main emphasis is still on profitability. Major issues still have to be dealt with. Toxic mold is moving up fast,
asbestos exposures are moving into a totally new phase, and that will make the World Trade Center loss look like a minor
event.

In general terms, terrorism is something that you cannot take for granted. If you are a consulting actuary looking at
someone’s reinsurance program, you can’t ask the simple question anymore, “Do you have terrorism covered or not
covered under your reinsurance treaties?” There are so many variations for the coverage provided now. Reinsurers
initially did not want to provide it, but there was a lot of pressure on them to do so. Some broader coverage was given,
for example, to a company that wrote only personal lines business in Newfoundland. Some treaties have a total, absolute
exclusion, and so it is not covered in any circumstances. Others exclude only nuclear, chemical, and biological events.

You have to determine, in each case, what coverage the treaty provides. There are variations depending on the class of
business that is involved and where that business is located. A business outside Canada, typically, has a terrorism
exclusion. We are now seeing that general liability policies are also being made subject to the exclusion. Certain cities
have terrorism exclusion, Halifax being one of them. (I guess you feel good that we are in one of the top five terrorist
targets in Halifax today? Let us hope that the day will be uneventful.) Certain occupancies, regardless of where they are
located, are typically excluded from terrorism - nuclear plants, hydro generators, petrochemical risks.
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In the whole process, some gaps have arisen. One of the gaps was that some companies had to accept a terrorism exclusion
as of January 1, before they had added an exclusion in their primary policies. While you can amend policies on a renewal
basis, the inforce book was left bare until that happened. You talk to ten reinsurers about the “fire following” issue and
you are going to get at least five different answers, if not nine. Reinsurers do have the right to exclude “fire following”
from a claim, but, as we know, insurers don’t have that luxury.

Killer mold became such a major problem in California and in Texas, that it has the attention of reinsurers everywhere.
There were some attempts during the renewal season to impose a mold exclusion on Canadian treaties. Generally
speaking, I don’t think there are many such exclusions at the moment, but hang on, because it will probably become
a mandatory requirement for the next renewal season.

Asbestos would be the really big issue right now if it hadn’t been for September 11. I had a slide that I created a little
earlier this year, where I estimated the potential loss from asbestos could be $125 billion. Then, I find out that our own
firm has done an analysis and one of our leading actuaries has come up with a $200 billion estimate. I guess he must
be right. The number of claims has risen astronomically, and it is estimated now that there will be well over one million
claimants by the time the dust settles.

In conclusion, I think that this is going to turn out to be a significant year for all of us. Let us hope that it is a year
when the results are better for both the insurance and reinsurance communities. We live with the continuing threat of
another major terrorism event. Should that happen, all bets are obviously off. We responded, I think, as an industry
in a magnificent way to the loss of September 11. We heard from Steve about how the airline industry had its hands out.
We didn’t have to ask governments to help pay the September 11 loss. We did ask for a backstop should such a loss
ever happen again. We are paying those losses and we are doing so promptly, and, I think, fairly. All of us who are
associated with this business can be very proud that it responded in the wonderful way that it did. It certainly enhanced
the public perception of the value of reinsurance.

Moderator Oakden: Thank you very much, Gord, There was certainly an awful lot of material for thought there. I cut
Steve off in his presentation. He had a few more slides to update some of his original conclusions and I think we still
have time for the rest of Steve’s presentation.

Mr. Visner: This is just a little retrospective on some of the key issues. Everybody knew that a key issue would be, how
many occurrences are we dealing with at the World Trade Center? Is it one or two? I have just a little update on this,
some of which came in this morning. Larry Silverstein, who leased the World Trade Center from the port authorities
for 99 years, had moved for summary judgement for the judge in the case against 20 insurance companies to rule that
these were multi-occurrences – two occurrences. Just last week, this was denied by the judge. What the judge said was,
“There was no policy in place on September 11; there was a binder. The binder said that “the policy was to be negotiated
later,” which is sort of fascinating.

The judge said, “None of the relevant cases brought by either side had any compelling finding that ‘occurrence’ has an
ambiguous meaning.” I think that is a double negative, but I believe what he is saying is that “occurrence” has an
ambiguous meaning. He says that what needs to be reviewed are the negotiations that occurred between Silverstein and
the insurance carrier prior to September 11. They need to review the overall program structure for what was actually
contemplated. There was a policy form that was circulated by the broker, Willis, a few days after September 11 to the
insurance carriers. This basically said, “Here is what we were thinking would go in the policy.” It relates to the difference
between $3.5 or $7 billion worth of coverage, and whether or not this was one or two occurrences.

Just this morning, it got very ugly. Apparently, the chairman of Swiss Re made some comments. He said that Silverstein
has apparently just done a deal with ACE and Excel, and settled that policy, which is a part of the coverage and a separate
policy, and they agreed on one “occurrence.” He said, “Well, it is clear that Silverstein agreed to one occurrence,” and
he says – and I am still not sure why he went public on this – “Silverstein can either take my offer of $3.5 million now,
or we can fight this to the death over many years.” He claims that he has evidence that there are letters in the file saying
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that, pre-September 11, Silverstein did an analysis that said the replacement costs of the World Trade Center was $2.7
billion, and post-loss, the replacement was $2.4 billion. If Silverstein doesn’t rebuild the World Trade Center, he would
get $2.4 billion, less depreciation, which is significant. I think this building is about 25 years old. This situation has
become pretty ugly and public.

We did a little research about decision law. I guess I had my own feeling that it was probably one occurrence, but, without
seeing the policy, it is hard to tell. There were a couple of cases in English case law that are apparently relevant and
have been cited by both sides. One is apparently key and is governing the other two. It is called the “Dawson’s Field
Arbitration.” In a hijacking by Palestinian terrorists on four aircraft one day in 1970, three planes were flown to Jordan
to Dawson’s Field and one was flown to Cairo. All four planes were blown up by the terrorists on the ground. The
arbitrator ruled that the destruction of the three planes in Jordan constituted one event. He said that the aircraft were
destroyed in close proximity and more or less at the same time, and a result of one decision. He further said that if the
aircraft had been destroyed when they were hijacked in the air, it would have been four different occurrences because
they didn’t occur at the same place.

Another one, Kuwait Airways versus Kuwait Insurance Company, is a matter of English case law. Iraqi forces seized 15 aircraft
at Kuwait airport when they invaded Kuwait. Within one week, 14 of the 15 planes were destroyed on the ground. The
court held that seizure of the aircraft constituted one occurrence. What the court said was, “The loss was due to a named
peril – namely, invasion. There was unity of time – all the planes were captured on August 2; there was unity of location,
Kuwait Airport; and there was unity of cause.” This seems to be what the courts were saying. The thing had to occur
at the same time – or more or less at the same time – and at more or less the same place, and there had to be one cause.

But now, there is another one that goes somewhat against that which is also English case law. It is Manningholt versus
Lexington Insurance Company. This is related to two days of riots in Indonesia which were coordinated by anti-Suharto forces.
There were 27 of 67 supermarket stores destroyed within one chain. The 27 stores were spread across 30 miles, but were
in the same general geographical area. The courts said that this was multiple losses because it was separated in time and
space, and if losses are separate in time and space, they cannot be one occurrence. He did admit, however, there was
one underlying cause – namely, the anti-Suharto riots.

Interestingly enough, we couldn’t find any really relevant US case law on this. There were some cases about asbestos
and there were some cases about pollution, but nothing that got into terrorism and violence.

Moderator Oakden: Thank you very much, Steve. We have about seven minutes for questions. If you have a question,
please go to the microphone and state your name.

Mr. David Silva:3 I work for ManuLife Reinsurance. I can’t speak for the P&C side, but I felt that I needed to comment
on one statement that Gord made with respect to the time expiry on quotes. We, in fact, did that as well. We set up
a seven-day time expiry on our quotes. The reason was – and you alluded to it – the fact that we didn’t have retro behind
us. So, all of a sudden, we were working on a net line basis, and working with total aggregates and zones similar to
what P&C companies were using since Hurricane Andrew, I guess. So, we felt that our capacity was valuable and had
to be out there for only so long and that is why we instituted that. It wasn’t simply to say, “We are going to stick it
to these guys because, you know, we got killed on this loss.” So, I am not sure of the P&C reinsurers, but, from our
perspective, that was why we initiated the time period. We had to value the capacity because so many people were coming
to us at that period in time. There was less market, we were one of the markets, and we had to work in that fashion.
I just wanted to make that comment.

Mr. Gordon D. Grant: I have a question for Steve. I don’t work on the P&C side and the answer to this question may
be obvious to everyone else. You talked about Contingent Business Insurance and the fact that when one supplier is
injured, you could lose your business because of it. Would that cover a donut shop in Omaha Airport in some way,
for instance, which, obviously, would have suffered because planes stopped flying?
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Mr. Visner: That is an interesting question. The answer is, probably, no. That is my guess. Was their customer or their
supplier directly impacted? I think the answer would be no. Who was their customer or who was their supplier that
was directly impacted? That is the way the coverage is written, and so you would have to look to that. If they had a
supplier at the World Trade Center that manufactured a key component of the donut, and they could no longer make
the donuts, then it would be covered. The way you described it, I don’t see the coverage, but that doesn’t mean there
isn’t some strange policy that might cover it.

Mr. Grant: The airlines “supply the customer” is the way I would see it, but, obviously, it is a business interruption.
I was just wondering if it was covered.

Mr. Visner: My thoughts are that it wouldn’t be covered.

Mr. Crutcher: As in all things, if you want insurance coverage, you have to buy a policy. If you want your house insured,
you buy a policy. If you want contingent business interruption covered, you buy a policy. If the donut shop in Omaha
had purchased a contingent business interruption policy on the World Trade Center, it may have been covered, but I
doubt that anyone had that foresight.

Mr. Frank Schnapp:4 I had a question about the large price increase. There was one chart that showed the rate online
for the US market, if I recall correctly. It showed a sharp surge upward in price. At the same time, there was an
elimination of the terrorism coverage from the reinsurance contracts. So, for that reason, it could be argued that with this
exclusion, the risk on these policies was not increasing to the same magnitude as the price. I was wondering if one of
you might want to comment on that.

Mr. Crutcher: Remember a hole just appeared in the bucket, and 20% of that water just ran out in one day. Reinsurers,
obviously, want to top-up or replenish those lost funds, and even with tighter coverage, tighter conditions, they obviously
need additional revenue to do that. It is not a direct correlation. We have now eliminated most of that exposure, and
why do we have to increase prices? We have to pay the reinsurers and reimburse insurers for paying that claim.

Mr. Phillip Tran: This question is mostly for Gord, but, Steve, I welcome your comments, as well. You have alluded
to the new capacity, the new capital, that has sprung up after September 11. Do you have any idea how much premium
has also disappeared from the traditional markets and found its way to captive or more exotic instruments in the Caymans,
or Bermuda, Barbados, or wherever?

Mr. Crutcher: I was reading an article just this week that was commenting on the big difference between gross and net
premium. It appears that there has been some serious leakage due to events like increased retentions, but, as you know,
it is very difficult to get hard and fast figures on insurance/reinsurer companies who operate in different parts of the world.
Bermuda, for example, is not regulated by the US authorities. The head offices of Canadian and US reinsurers can also
siphon off some of the revenue through retro covers. There has been about a 10% leakage, it appears, despite all this,
into “somewhere.” So, the speculation is that “somewhere” exists in unlicensed markets or head offices or increased
retentions by the primary carrier.

Mr. Visner: I would like to comment on that. A lot of my practice relates to setting up captive insurance companies,
and, certainly, post-September 11, the demand for this has increased. In fact, if you look at the statistics, there have been
more companies formed in Bermuda and Vermont this year than have ever been formed in the last 12 months of any
year in the last decade. So, I think there is significant leakage out to the captive insurance market.

I have just one other comment on the “donut” question. I know about this because I have been negotiating the BI claim
for my company against our carriers, and we had a similar issue. We evacuated the Sears Tower, for example, and nobody
did any work for two days at Ernst & Young and we lost money. So, is that covered under our contingent BI policy?
In fact, they closed our Kansas City office down for a day-and-a-half. The answer is that some contingent BI policies
say that if work is stopped because of civil authority action, that would be covered under the policy. So, if that airport
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was cleared out by the civil authorities as a result of September 11 and there was no one there to buy donuts, that might
be covered. So, it is complicated and not easy to give a simple answer.

Moderator Oakden: I think we are out of time. I would like to thank you all for your attendance and I would like to
thank our two speakers for some very interesting and thoughtful remarks.

1 Steven Visner, not enrolled in the Institute, is a partner, Actuarial Services Group at Ernst & Young in New York City.

2 Gordon Crutcher, not enrolled in the Institute, is vice-president at Towers Perrin Reinsurance in Toronto.

3 David Silva, not enrolled in the Institute, is marketing director of Accident Reassurance at ManuLife Financial in
Toronto.

4 Frank Schnapp, not enrolled in the Institute, is director of Actuarial Analysis and Research at National Crop Insurance
Services Inc. in Overland Park, Kansas.
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