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INTRODUCTION  
 
ProtectingAmerica.org has retained Milliman to assist with economic and actuarial analysis of national 

and state legislation associated with natural catastrophes.  ProtectingAmerica.org advocates for a 

comprehensive, integrated approach to the complex issues related to dealing with natural catastrophes. 

The plan focuses on fortifying America’s financial infrastructure to deal with natural catastrophes more 

effectively so that homeowners are better prepared and more protected and taxpayers are less exposed 

to post-event bailouts. The plan is designed to make private market insurance more available and 

affordable while also improving emergency preparedness, loss prevention and mitigation and consumer 

education. The plan would require a new type of oversight and mandate continuous improvement.  Such 

an approach is contained in The Homeowners and Taxpayers Protection Act of 2013 (HR 1101), 

introduced by Congressman Sires in March 2013.  ProtecingAmerica.org has requested that Milliman 

analyze the economic impacts of this legislation, including a detailed analysis of impacts on homeowner 

insurance premiums.   

 

HR 1101 has three major provisions which impact our analysis: 

 

1) Creates a National Fund that provides property catastrophe reinsurance protection to state plans and 

state residual markets at actuarially sound price levels. 

2) Allows eligible state plans to qualify for liquidity loans if a large event occurs early in their existence to 

be paid back by premiums charged to homeowners. 

3) Establishes funding for the Readiness, Preparedness and Mitigation Grant Program. 
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The proposal is also intended to fortify the system so that it can withstand catastrophic events that could 

exceed the amount of capital in the system and threaten the continued ability of the private market to pay 

claims and continue to write new or renewals business.  A repeat of the 1938 hurricane known as the 

“Long Island Express” could cause $100 billion in damages if it struck today and much more if it directly 

hit Manhattan. The 1906 San Francisco earthquake could cause economic damages of $400 billion or 

more today.  The private market does not have unlimited capacity, and this plan would provide a backstop 

that would fortify the private market to handle major events with less disruption and minimize the chance 

of market collapse.  The exposure to major hurricanes alone (not counting earthquake or other perils) is 

significant with insured properties valued at about $15 trillion in hurricane-prone areas on the Atlantic 

coast and along the Gulf of Mexico, with New York, Florida and Texas the states with the greatest 

exposure, according to an analysis by Karen Clark & Co.1 

 

In this report, Milliman examines the private market for property insurance in catastrophe prone areas and 

analyzes how HR 1101 would impact the market, if enacted. 

. 

 

 

 

1 “Report Shows Increasing Concentrations of Insured Property Values in U.S.”, Insurance Journal, December 13, 
2012, www.insurancejournal.com/news/national/2012/12/13/273877.htm 
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EXECUTIVE SUMMARY 
 
Observations from our analysis of the current market for property insurance in areas of the United States 

exposed to large natural catastrophes include: 

 The cost of insurance and reinsurance have escalated significantly since 1992 

 The cost of homeowners insurance in areas exposed to large catastrophic events is significantly more 

expensive than other areas of the country 

 Insurers have withdrawn capacity from the market, demonstrating a diminished appetite for exposing 

their capital to catastrophe risk 

 Many more properties are insured in property residual markets 

 Many residual market entities do not have enough capital to cover a moderate catastrophic event 

 The Federal Government spends billions on Disaster Relief 

 

HR 1101 has three major provisions 

 Creates a National Fund that provides catastrophe reinsurance protection to state plans and state 

residual markets at an actuarially sound price level 

 Allows eligible state plans to qualify for liquidity loans if a large event occurs early in their existence to 

be paid back by premiums charged to homeowners 

 Establishes funding for the Readiness, Preparedness and Mitigation Grant Program 

 

Immediately upon enactment, HR 1101 would increase capacity and reduce the cost of insurance for the 

consumer in the following: 

 The Florida Hurricane Catastrophe Fund 

 The California Earthquake Authority 

 Qualifying property residual markets in catastrophe prone areas of the country 
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In the longer term, passage of HR 1101 would enable states or groups of states to create state or 

regional catastrophe funds.  Once established, these funds would offer reinsurance to primary insurers 

and address many of the market issues that exist today in catastrophe prone areas of the country.  This 

new public sector reinsurance will offer consumer savings on homeowner insurance premiums and create 

additional capacity.  Under the state/regional catastrophe funds modeled in this report our 

analysis shows: 

 

 Consumers would save $11.5 billion annually on their property insurance premiums 

 On average, the savings would be $222 per household 

 $129 billion in capacity would be created 

 Millions will be generated annually for mitigation, readiness and preparedness purpose, which would 

ultimately reduce the amount of federal disaster relief 
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THE MARKET FOR PROPERTY INSURANCE 
 
U.S. households and businesses pay more than $120 billion in premiums to insure residential and 

commercial property each year.2  Of that, at least 60% is for homeowners insurance alone (covering 

strictly residential exposures) with the remainder being for commercial property exposures and residential 

property insured under non-homeowners policy forms.3 In recent years these markets have suffered 

significant dislocations, which have produced growing concerns about insurance availability and 

affordability, capital capacity and the appetite to bear catastrophe risk, and the long term solvency and 

solidity of the property insurance industry.  

 

While the phenomena that produced these dislocations have affected both residential and commercial 

property insurance, the focus of this report is on the residential market. In the section below, we provide a 

brief discussion of the organization and structure of the residential property insurance market, and the 

role played by primary insurers and other risk bearers in providing the capacity to underwrite property 

insurance risk. We also comment on the increasingly important role of residual markets in providing 

primary residential property insurance in a number of catastrophe exposed jurisdictions. This discussion 

is intended to provide background for the legislative proposal analyzed herein, which is intended to 

relieve some of the affordability and availability problems that have plagued the property insurance 

market in recent years.  

 

Most residential property in the U.S. is insured under homeowners policies, which in 2011 accounted for 

$72 billion of direct written premiums countrywide.  In addition some property, particularly in residual 

market plans, is underwritten using Fire and Allied Lines policy forms, which provide similar but somewhat 

less comprehensive coverage.4 Generally, the homeowner insurance market is characterized by 

2  Direct written premium as reported by A.M. Best, for the following lines: Fire, Allied, Homeowners, Earthquake, and 
CMP – Property. We have excluded property covered under Federal flood, multiperil crop and farmowners 
insurance. Best’s does not include data for Citizens in Florida, or for the California Earthquake Authority, so it 
understates total premiums for property insurance coverage.  

3  A very small portion of homeowners insurance premiums is to cover the policyholder’s liability exposure. The non-
homeowners forms include Fire and Allied Lines insurance. 

4  The total premium for Fire and Allied Lines is approximately $23 billion, but a portion of that is commercial. The 
commercial/residential split for these lines is not reported, so it is not possible to know in the aggregate the share of 
the business that is residential, but based on experience we assume 50% of the exposure is residential. 
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substantial competition, with more than 400 insurance groups providing coverage in the private sector. At 

the same time, the market tends to be dominated by a number of large personal lines insurers, with the 

top 5 carriers accounting for around 50% of total homeowner premiums nationwide, and the top 10 

around 65%.  

 

The market described above is the market for primary homeowner insurance – the insurance that is sold 

directly to the policyholder. However, the primary market could not function adequately without the 

participation of other entities that share in the risk attributable to property insurance exposure. These 

other entities are principally reinsurers, who provide insurance coverage to insurance companies, and 

thereby share in the risks undertaken by the carrier initially writing the exposure. A smoothly functioning 

reinsurance mechanism is critical for the survival of primary property insurance markets in the U.S., 

particularly in those states where the exposure to natural catastrophes is significant.  

 

The main reason reinsurance is critical is that in the case of catastrophe exposure, the fundamental 

statistical principle underlying the insurance mechanism – the principle of “pooling” – fails to operate 

normally or efficiently for relatively low frequency but very high severity events. As a consequence, the 

losses borne by the insurer are highly variable and potentially extremely large relative to annual 

premiums. Reinsurance is required to reduce the potential for these extremely large individual events to 

threaten the solvency of the primary insurer. The basic principles underlying this are discussed 

briefly below. 

 

Insurance is a process whereby an individual transfers the risk of a fortuitous loss to an insurer in 

exchange for a certain premium payment. For an individual, the risk associated with a potential loss is 

substantial - for example, in most years there are no events that cause damage to one’s home, but on 

rare occasions the home may burn down, causing a total loss of the property. While the average loss to 

an individual in a single year may be relatively small, the variability of that loss is extremely large - 

generally too large for an individual to bear - so that risk is typically transferred to an insurer.  
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Although the variability of the loss on a single home is as large for the insurer as for the individual, 

insurers assume large numbers of such risks and pool them together. The statistical principle of pooling 

then comes into play; while the loss on an individual home may be highly variable, the average loss on a 

large number of homes is highly predictable. So long as the insurer can pool together large numbers of 

similar and independent exposures, the average loss across the entire population can be predicted quite 

accurately. This allows risk to be spread across a large population, which enables the insured 

policyholder to exchange a highly uncertain loss for a certain premium payment5. 

 

The problem with this process, as it relates to catastrophe insurance, is that for pooling to reduce risk the 

individual exposures (in this example the losses to the individual homes) must be uncorrelated. In the 

case of losses due to catastrophic events, that assumption does not hold – the losses across 

policyholders are highly correlated when the peril causing the loss is a hurricane or earthquake. This 

means that the average losses across the entire insured pool are not nearly as predictable for 

catastrophe exposures as they are for the normal insured perils. To the extent that losses are 

unpredictable insurers are required to hold capital, in order to be able to pay claims that exceed the 

premiums collected on the entire pool of insured exposures.  

 

Reinsurers are critical to the catastrophe insurance market because primary insurers typically cede a 

portion of their catastrophe exposure to reinsurers. By transferring the risk to another entity, the primary 

company can avoid holding the capital required to support highly risky exposures. However, the primary 

insurer cannot avoid the costs of holding that capital – because in order to provide a credible promise to 

pay losses in the face of catastrophic events, reinsurers must also hold substantial amounts of capital, the 

costs of which are included in the price of reinsurance. 

 

  

5 The plan under consideration here would also help spread risk by using a national catastrophe fund spread across 
all states and by adding another source of reinsurance to the spread already provided by global reinsurance. 
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As evidence, consider the prices primary insurers pay in the market for reinsurance. Reinsurance for 

catastrophe exposures typically covers insured losses in excess of a particular loss amount, known as the 

attachment point - for example, the loss associated with a 1-in-20 year event (i.e., an event with a 5% 

occurrence probability). On average, the losses for these highly improbable events are relatively small, 

but the variability of the losses is extremely large, hence the need for significant capital, and the resulting 

high cost of coverage. In the table below, we present several representative examples of the cost of 

reinsurance drawn from insurer rate filings in the past several years.6 As is evident, the higher the layer of 

coverage (i.e., the lower the probability of loss), the higher the cost per dollar of expected loss.   

 

SAMPLE REINSURANCE COSTS 
 

Rate  
Filing 

 
Attachment Point 
of Reinsurance 

Expected Loss in 
Layer of Coverage 

($ Thousands) 

Cost of 
Reinsurance 

($ Thousands) 

Ratio of 
Reinsurance Cost to 

Expected Loss 
Sample A 1 in 34 Years $379 $1,880 4.97 
Sample B 1 in 48 Years 767 5,730 7.47 
Sample C 1 in 100 Years 1,166 10,550 9.05 
Sample D Unknown 668 6,980 10.44 
Sample E Unknown 807 3,140 3.89 

 

In addition to reinsurance markets, capital to support insured catastrophe risk is also derived from 

broader U.S. and world capital markets, in the form of insurance linked securities, most notably 

“catastrophe bonds”.  Catastrophe bonds are securities typically sold by insurers and purchased by 

investors, that have payoffs almost identical to the reinsurance purchased by primary insurance 

companies. As such, they are an alternative source of capital in the financing of catastrophe insurance 

exposure. The mechanics of these bonds are best illustrated with an example. 

 

  

6  The rate filing must include the expected recoveries in the layer and the reinsurance premium to determine the 
ratio of reinsurance cost to expected loss.   
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Imagine an insurer that issues $100 million of a bond with a provision that, for every dollar of loss from an 

Atlantic hurricane in excess of $1 billion, one dollar of the bond principal would default and be lost by the 

investor.  Since the investor in that bond could effectively pay up to $100 million of hurricane losses, such 

a security would be the functional equivalent of a reinsurance contract that provides $100 million in 

coverage in excess of a $1 billion attachment point. Now, with respect to the interest to be paid on this 

bond, assume investors demand a premium of 8% in excess of the risk-free rate in order to purchase 

such a security (because of the high degree of risk associated with the potential loss of principal and 

interest).  This risk premium implies that the insurer would have to pay $8 million in interest in excess of 

the risk-free rate to induce investors to purchase such securities. This is equivalent to paying a premium 

of $8 million for $100 million of reinsurance.   

 

This kind of information can be illuminating in connection with evaluating the risk premiums required to 

bear catastrophe risk. Continuing this example, assume that in most years there will be no losses greater 

than $1 billion; hence, the investor will lose no principal, and the bond will pay off in full.  However, in a 

small number of years, losses will far exceed $1 billion, and the investor will lose the entire principal. Also, 

assume that averaging the no-loss years with the high-loss years, the expected (or average) annual loss 

on this bond was $1 million. Then, if the investor got $8 million in extra return to bear the risk of $1 million 

of loss, that is equivalent to paying a reinsurance premium of $8 per dollar of expected loss. This type of 

analysis allows us to infer capital market based risk premiums for bearing catastrophic exposure.  

 

We have compiled data on all catastrophe bonds issued in capital markets for the past decade, and have 

found that the risk premiums paid in capital markets are quite similar to the costs charged by reinsurers in 

their premium rates. The table below uses catastrophe bonds issued in the last six years for U.S. 

exposures and shows the range of those risk premiums, stratified into layers based on the probability of a 

loss on the bond itself. As can be seen, for bonds with probabilities of loss ranging from 5% to 20%, 

investors demand risk premiums of 3.1 times expected loss, while for bonds with loss probabilities less 

than 0.4% (i.e., less frequent than once every 250 years) the risk premiums are 22.4 times expected loss. 
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CATASTROPHE BOND COSTS 
Probability of 
Attachment 

Ratio of Cat Bond 
Cost to Expected Loss 

20% to 5% 3.1 

5% to 2% 5.1 

2% to 1% 6.4 

1% to 0.4% 9.2 

Less than 0.4%7 22.4 
 

As mentioned earlier, these prices are qualitatively and quantitatively similar to the prices we observe in 

reinsurance markets, which should not be surprising since catastrophe bonds are strong substitutes for 

traditional reinsurance. This information provides additional evidence as to why insurance/reinsurance 

costs in the private sector can be so high. In the case of reinsurance, the reason is that the reinsurers 

must hold large amounts of capital, which has significant costs. In capital markets, the analog of that is 

the risk premium investors demand to assume the same types of risks.  

 

As we will explain in a later section, the main reason that reinsurance capacity that can be provided on a 

non-profit basis can generate significant consumer savings is that public sector insurance mechanisms do 

not charge a cost for the capital supporting the insured risk. In the private market, the premiums charged 

for reinsurance must be adequate to compensate for holding the large amounts of capital required to bear 

the risk of underwriting catastrophe exposed property insurance. Actuarial Standard of Practice (ASOP) 

No. 308 requires “Property/casualty insurance rates should provide for all expected costs, including an 

appropriate cost of capital associated with the specific risk transfer.”  The high costs charged in the 

private property insurance and reinsurance markets are not only necessary and reasonable, they are 

required by the ASOPs.  State and national catastrophe funds do not provide capital to support the 

reinsurance, so they do not to include a charge for the cost of capital in their reinsurance premiums. 

 

7  Includes all U.S. Cat Bonds issued from 1999 through March 2012. 
8  ASOP No. 30 was adopted by the Actuarial Standards Board in July 1997.  A complete copy of the standard is 

available on the American Academy of Actuaries web site: www.actuary.org. 
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Over the past decade, homeowner insurance premiums have grown far more rapidly than the property 

casualty insurance industry average. Between 2002 and 2011, homeowner premium alone grew 67%, 

while industry total premium excluding homeowner premium grew only 11%. As a consequence, 

homeowner’s share of total property casualty insurance premiums increased from around 10% in 2002 to 

almost 15% by 2011. While this is in part due to normal exposure growth (population growth and 

inflationary increases in property values), the very rapid rise in premiums far exceeds the increases that 

could be explained by these factors. One explanation for this is that the price paid per unit of exposure 

has increased over time as well, a phenomenon which is consistent with concerns about 

insurance affordability.  

 

As discussed above, one important part of the high cost of property insurance is the cost of the capital 

required to support catastrophe risk. While that risk has always been present in property insurance, the 

experience with extreme catastrophe losses over the past two decades has caused heightened 

awareness about the nature and extent of that risk.9 This has resulted in several related phenomena 

observed in property insurance markets, including: increased purchases and higher prices for 

reinsurance; resulting higher prices for primary insurance; reduced appetite among primary insurers for 

bearing catastrophe risk; and rapid growth in residual market mechanisms.10 These phenomena raise 

questions of availability along with the issues of affordability noted earlier. 

 

Turning first to the reinsurance purchased by primary insurers, it is notable that both the amount of direct 

premium used to purchase reinsurance, and the price of the reinsurance coverage, have grown rapidly 

over the past decade. As to the amount of reinsurance, in 2002 homeowner insurers wrote $43.1 billion of 

direct premium, and ceded approximately 7% of that ($3.1 billion) to reinsurers. By 2012, total 

homeowner premium volume had grown to $72.1 billion, with about 12.5% ($9.0 billion) being used to 

9  In addition to the normal variability of losses in catastrophe prone jurisdictions, recent experience also suggests 
that long term changes in the nature of catastrophe exposure, due to potential factors such as climate change, may 
also be affecting perceptions and the cost of risk.  

10 Residual or involuntary market mechanisms are programs created by individual states to make property insurance 
available to consumers who could otherwise not obtain coverage in the voluntary market. They take the form of 
FAIR (fair access to insurance requirements) plans; Beach and Windstorm plans; and state run insurers (in Florida, 
Louisiana, Texas, and California). 
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purchase reinsurance. Thus, while primary homeowner premiums increased 67%, reinsurance purchases 

nearly tripled over the same time period.  

 

It is likely that a portion of the increase in reinsurance has to do with increased amounts of coverage 

(changing attachment points and greater limits of coverage), but it is also true that the price of 

reinsurance (otherwise known as the “rate on line”)11 has increased over time as well. The chart below 

shows an index of reinsurance rates on line from 2002 to the present,12 indicating an increase in the price 

of reinsurance per unit of exposure of around 30% during the period.  

 

 

 

While higher prices and amounts of reinsurance certainly contribute to increased primary rates for 

homeowner coverage, the heightened awareness of catastrophe risk among primary insurers also 

increases insurance rates as well. With greater perceived risk, insurers will perceive a need to hold more 

capital and require a higher return, both of which will put pressure on prices. However, these phenomena 

primarily impact the price of homeowner insurance in catastrophe exposed areas – those locations not 

threatened by natural catastrophes would not face the conditions that result in rapidly increasing rates. 

11 The rate on line is the price paid for reinsurance divided by the amount of coverage purchased. For example, if an 
insurer purchases $100 million of reinsurance in excess of a $500 million retention (attachment point), and pays a 
price of $12 million, the rate on line is 12% ($12 million/$100 million).  

12 January 2012 Renewal Report, Guy Carpenter, 2012. 
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Thus, the issue of insurance affordability is largely a “tale of two cities” (or more properly, two risks) – 

those exposed to events such as hurricanes and earthquakes and those that are not so exposed.   

 

To illustrate the magnitude of the differences in such risk, we compiled comparative rate information for a 

standardized exposure from the largest homeowner insurers in a variety of locations, with and without 

catastrophe exposure.13  

 
AVERAGE HOMEONWERS RATES OF LEADING WRITERS 

SELECTED STATES AND REGIONS 
State City Average Rate Relativity to Inland 

Florida Miami $8,533 5.4 
Florida Lake Placid (NE of Fort Myers) 2,448 1.5 
Florida Gainesville 1,583  

Louisiana Chalmette 2,745 1.9 
Louisiana Port Allen (East of Baton Rouge) 1,411  

Massachusetts Duxbury 972 1.7 
Massachusetts Hyannis 1,456 2.6 
Massachusetts Hadley 556  

New York Patchogue 1,128 1.6 
New York Baldwinsville 718  

South Carolina Mount Pleasant 717 1.5 
South Carolina Greer 468  

Texas Freeport (South of Houston) 3,737 3.2 
Texas Devine 1,162  
Illinois Huntley Del Webb 601  

Wisconsin Brookfield 500  
 

It is evident from the table above that rates in catastrophe prone regions are far higher than in non-

catastrophe areas. While the differences are most extreme in Florida (where coastal rates can be 3 to 

almost 6 times greater than inland), they persist in all states which are subject to catastrophe risk. In fact, 

in Texas, the coastal rate is more than triple the inland rate, and that is a state which is subject to a wide 

range of natural catastrophes (including tornados, hailstorms and other non-hurricane perils) that occur 

even outside of coastal areas. Also, premiums for the same exposure in Illinois and Wisconsin are 

included in the table for comparison purposes, and as expected, without the catastrophe exposure, the 

13 The standard exposure was intended to be a modest retirement home with $200,000 of insured limit (coverage A).  
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rates are far more modest. In fact, the premiums in those two states are less than 10% of the highest 

premium displayed in Florida and less than 20% of the higher value in Texas. This also demonstrates that 

the issue of insurance affordability has a distinct geographical dimension.  

 

Even if primary insurers were unencumbered by rate regulation and able to charge purely market 

determined prices, their appetite for bearing catastrophe risk would still be limited by the solvency 

threatening potential of highly concentrated catastrophe exposures. Thus, it is not surprising that some of 

the largest primary insurers have significantly scaled back their exposure in coastal regions vulnerable to 

hurricanes14.  This has resulted in widespread availability concerns in some states (most notably in 

Florida) and in certain segments of the market in many other states. (Virtually all states with substantial 

exposure to Atlantic or Gulf hurricanes are facing underwriting restrictions and other exposure 

management initiatives on the part of homeowner insurers.)  

 

As an example of the retrenchment in Florida, in 1996 the four largest homeowner insurers in the state 

accounted for 58% of the total market; by 2011 those same four carriers accounted for only 15% of the 

market, a decline of almost three quarters in market share.15 The same type of experience, on a lesser 

scale, is also observed in Louisiana, where the top four insurers’ market share fell from 64% to 49% over 

the same time period. In addition, even where large portions of a state are not hurricane exposed, 

significant availability problems can emerge in coastal areas, as insurers withdraw or severely restrict 

underwriting. This has been notable, for example, in North Carolina, where in some counties well more 

than half the housing units cannot find voluntary insurance coverage. 

 

  

14 Although we focus primarily on coastal regions and hurricane exposure, it is also true that insurers generally avoid 
the earthquake exposure in California as well. As a result, the California Earthquake Authority is the primary source 
of earthquake coverage there.  The point in both cases is that the private market faces impediments to providing 
insurance when risk is highly concentrated and potentially devastating. 

15 Each of those carriers no longer writes Florida homeowners business in their national companies, instead writing in 
Florida only companies, which also has the effect of withdrawing the national company surplus from the Florida 
homeowners market. 
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The unwillingness of voluntary insurers to underwrite residential property coverage in catastrophe prone 

areas has precipitated availability concerns in many jurisdictions, and produced a long term shift in the 

market for property insurance. This shift began following the losses from Hurricane Andrew in 1992. 

Since then, there has been a dramatic increase in the use of programs created to assure insurance 

availability in the absence of private insurer participation in the market. These programs, which are 

collectively called the residual or involuntary markets, have grown far beyond their original objective; 

while they were intended to be markets of last resort, in some jurisdictions they have become the markets 

of first choice.16 

 

There have been a number of recent studies chronicling the rapid growth of these residual market plans 

over the past two decades, including reports by the Insurance Research Council (IRC), the Government 

Accountability Office (GAO) and the Insurance Information Institute (III). Each of these reports tell 

essentially the same story – in recent years, residual market mechanisms have grown extremely rapidly, 

to the point where in some states they account for a substantial portion of insurance on catastrophe 

exposed properties. Several observations from the most recent report, by the III, illustrate these 

phenomena clearly. They are based on a history of property residual market growth beginning before 

Hurricane Andrew (in 1990) and continuing through 2011, the last year of available data: 

 

 The total value of property exposed to loss in the residual markets has grown from around $55 billion 

in 1990 to $885 billion in 2011, or at an annual rate of more than 14%.  

 Total policy counts have grown over the same period from 932,000 to 3.3 million, or at an annual rate 

of more than 6%. 

 Growth rates in certain individual state residual markets has been even more rapid than countrywide: 

for example, in Texas, annual growth in exposure has exceeded 20% since 2005, while in Alabama 

the annual growth rate has been more than 43% since 2004. 

 In virtually every state with significant coastal exposure, residual market policy counts and amounts of 

insurance have increased far more rapidly than the market as a whole.  

16 This is the title of an Insurance Information Institute publication: Residual Market Property Plans: From Markets of 
Last Resort to Markets of First Choice, July 2012 
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The table below also provides data from the III report on policy counts in several individual states that 

support the observations discussed above. 

 
STATE RESIDUAL MARKET PLANS GROWTH 

 Prior Year Current Year Annual Growth Rate 
Florida Citizens Property Insurance 
Corporation 

658,085 policies  
in 2002 

1,400,000 policies 
in 2012 7.8% 

Texas Windstorm Insurance 
Association 

73,815 policies 
in 2001 

259,051 policies 
in 2012 12.1% 

Massachusetts Property Insurance 
Underwriting Association 

49,628 policies 
in 1990 

216,182 policies 
in 2011 7.3% 

North Carolina Insurance 
Underwriting Association 

119,810 policies 
in 2005 

195,853 policies 
in 2012 7.3% 

South Carolina Wind and Hail 
Underwriting Association 

22,068 policies 
in 2005 

46,768 policies 
in 2012 11.3% 

Alabama Insurance Underwriting 
Association 

3,169 policies 
in 2004 

24,385 policies 
in 2012 29.1% 

 

Although residual market plans have grown dramatically in recent years, the capital available to support 

residential property insurance in catastrophe prone areas of the country has declined.  While some capital 

is provided through reinsurance, the purchase of which has increased over time, we also know that the 

market share of the large homeowners writers in coastal areas has been declining since Hurricane 

Andrew; thus, less of their capital is exposed to large catastrophic events.  We also know that the residual 

markets in catastrophe prone areas have grown significantly and that many of these residual markets do 

not have sufficient capital to cover losses from even a moderate catastrophic event.17  Finally, when there 

is a significant event causing losses in a residual market to exceed available capital, the post-event 

capitalization is done through various methods, including surcharges on policyholders and assessments 

on primary insurers.  This post-event capitalization results in subsidies across different lines of business 

and across different geographic areas.   

 

  

17 For example, Florida Citizens Property Insurance Corporation has $6.05 billion of surplus as of 9/30/2012 and a 1 
in 100 year hurricane would result in $24 billion in loss.  While some reinsurance coverage is available from the 
FHCF, there is not enough capacity to cover losses from this type of event.  The Texas Windstorm Insurance 
Association (“TWIA”) has only $300 million of capital as of 12/31/11 and a 1 in 100 year hurricane would result in 
$4.86 billion in loss.  TWIA had $636 million of reinsurance in 2012, but again the reinsurance and capital is far 
short of the amount needed to cover losses from this type of event.  Similar capacity shortages exist in Louisiana, 
Mississippi, Massachusetts, North Carolina, Alabama and for the California Earthquake Authority. 
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Market Summary 

It is evident that property insurance markets in the U.S. have suffered significant disruption in recent 

years, most commonly in areas with exposure to large natural catastrophes. Costs of insurance and 

reinsurance have escalated, and insurers have withdrawn capacity from the market, demonstrating a 

diminished appetite for exposing their capital to catastrophe risk.  Many more properties are insured in 

residual markets, many of which do not have sufficient capital to for covered losses from moderate 

catastrophic events.  In the next section, we discuss the legislation intended to address some of these 

issues - HR 1101 - and describe our analysis of potential consumer cost savings associated with its 

implementation. 
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OVERVIEW OF HR 1101 
 
The Homeowners and Taxpayers Protection Act of 2013 is a bill “to strengthen America’s financial 

infrastructure, by requiring pre-funding for catastrophe losses using private insurance premium dollars to 

better prepare and protect homeowners from natural catastrophes and to protect taxpayers from massive 

bailouts, and to provide dedicated funding from insurance premiums to improve catastrophe 

preparedness, loss prevention and mitigation, and to improve the availability and affordability of private 

market homeowners insurance coverage for catastrophic events, and for other purposes.” This bill differs 

from bills introduced in previous sessions of Congress because it incorporates provisions designed to 

ensure that there will be no net financial effect on the federal government over time.  New provisions 

include requirements that mandate actuarially sound rates for participating state funds and the national 

fund, private-market benchmarking, a rapid-cash build up mechanism, and the bill allocates funding for 

prevention and mitigation efforts, which will reduce the taxpayer costs of future events; and the bill has 

specific legal requirements to be self-funding in the long run. 

 

Starting costs of the program would be recouped from premiums deposited during the first years of 

operation, so the operation of the fund will have no cost to taxpayers.  The pre-funded nature of the 

program will reduce taxpayer costs after a natural catastrophe.  We note also that the fund achieves 

savings by not having to incur private market capital costs to guard against timing risk. 

 

We have reviewed this proposed legislation in detail.  In this section, we will highlight important provisions 

in some detail, summarize the major provisions, and explain how these provisions would impact the 

current market for property insurance in catastrophe prone areas of the United States.   
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Section 101 – National Commission on Natural Catastrophe Preparation and Protection  

This section requires the Secretary of the Treasury (“Secretary”) to establish the National Commission on 

Natural Catastrophe Preparation and Protection (“Commission”).  The Commission is defined to consist of 

14 members, including experts in many fields related to property insurance covering natural catastrophes.   

The Commission is authorized to procure additional experts and consultants in carrying out its duties.  Its 

duties include: 

 

 In general, to advise the Secretary on all aspects of the Act 

 Advising the Secretary on financially sound costs of providing reinsurance contracts under the Act 

 Developing and implementing public education of the risks posed by natural catastrophes 

 Developing and implementing prevention, mitigation, recovery and rebuilding strategies 

 Continual analysis of the effectiveness of the Act and recommending improvements that further 

reduce the costs of natural catastrophes 

 Ensuring that all aspects of the program are operated in a financially prudent manner 

 

The Commission will play a major role in establishing financially sound premiums for the National Fund, 

ensuring that state plans are charging actuarially sound rates to consumers and ensuring the provisions 

of the liquidity loans are established so there are no costs to taxpayers. 
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Section 102 – Pre-Funded and Privately Financed Catastrophe Recovery Program 

This section authorizes the Secretary to make reinsurance coverage available to eligible state funds and 

to state residual markets, to pay losses related to property catastrophes.  Parameters and procedures for 

this reinsurance coverage are defined in this section.  Provisions include: 

 

 Establishes the Catastrophe Preparedness Fund (“Fund”) which accumulates capital over time from 

premiums paid by state plans. 

 Authorizes the Secretary to issue public debt if the Fund does not have sufficient funds to cover 

claims and expenses. 

 Requires any public debt including interest to be repaid by the Fund through premiums collected from 

the state plans purchasing reinsurance. 

 Allows the Secretary to increase the premiums for reinsurance after a covered event to ensure 

financial soundness of the Fund. 

 Requires that the premiums charged for reinsurance coverage are priced on an actuarially sound 

basis.18 

 Requires a charge for a rapid cash build up, to increase accumulation of capital early in the existence 

of the fund. 

 Limits the aggregate amount of reinsurance to a 1 in 600 year event. 

 Requires the Secretary to determine a standard attachment point for reinsurance, but with the 

flexibility to set the attachment and exhaustion point of reinsurance coverage for each state plan to 

ensure they have adequate capacity to pay losses. 

 Encourages regional programs. 

 Encourages private market reinsurers to participate. 

 Adds requirements for eligible state and regional funds that choose to participate that ensure fiscal 

soundness of those funds. 

 Requirements of Eligible State Plans are also defined in this section. 

18 HR 1101 requires reinsurance contracts “be priced on an actuarially sound basis as specified in this section”.  The 
rates are further defined to include provisions for the expected cost of claims and loss adjustment expense, the 
cost of funding emergency preparedness and mitigation, and the expenses associated with the Commission.  
There is no provision for the cost of capital, profit or risk load. 
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 To be an eligible state plan the state plan must charge actuarially sound rates. 

 Additional oversight to ensure the program operates as designed is provided by the Commission. 

 

Section 103 – Post-Catastrophe Market Stabilization Program for Liquidity Loans 

This section authorizes the Secretary to make liquidity loans to state plans, as an additional option, when 

covered losses in the state plan exceed its retained surplus.  The stated purpose of this section is to 

expedite the payment of claims under state catastrophe insurance programs and to promote liquidity and 

capacity for these programs.  Some important provisions of this section are: 

 

 Eligible state plans are pre-certified for liquidity loans. 

 State plans that are not eligible state plans can obtain a liquidity loan19 with specific terms for 

repayment. 

 The Secretary has the flexibility to set the interest rate and duration of liquidity loans at a level where 

the state plan is able to meet its repayment obligations from premiums it collects from participating 

insurers. 

 After a liquidity loan is issued, the state plan is required to charge at least 150% of the actuarially 

sound premium for the coverage layer under the state plan for which the loan was made, where 

100% of the actuarially sound rate is used to repay the loan including interest, and the remaining 50% 

is used to replenish the surplus of the state plan.20 

 

 

  

19 HR 1101 requires that the interest rate on loans to state plans that have not qualified as eligible state plans be 
higher than the rate charged to eligible state plans. 

20 The liquidity loan will be issued for covered losses that exceed the surplus of a state plan.  The amount of surplus 
used to pay losses from the covered event would represent the attachment point of the layer of coverage for which 
the liquidity loan was made.  The sum of the surplus and the loan amount would represent the exhaustion point of 
the layer for which the liquidity loan was made.  The private market costs for this layer are generally between 3 and 
5 times the expected losses.  Charging a premium of 1.5 times the expected losses will still be cheaper than private 
market costs. 
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Section 201 – National Readiness, Preparedness, and Mitigation Committee 

This section establishes the National Readiness, Preparedness, and Mitigation Committee, which is 

responsible for the oversight of the grant program created in this section.  Grants are funded by 

reinsurance premiums collect by the Fund.  Grants can be made to states, units of local government, non-

profit organizations and other public and private entities.  Grants are to be used for the purposes of 

catastrophe response readiness, citizen and community preparedness, and prevention and mitigation of 

loss from natural catastrophes. 

 

In summary, HR 1101 has three major provisions which impact our analysis: 

1) Creates a National Fund that will pool private insurance dollars and spread catastrophe risk and in 

turn provide catastrophe reinsurance protection to state plans and state residual markets at 

actuarially sound price levels. 

2) Allows eligible state plans to qualify for liquidity loans if a large event occurs early in their existence to 

be paid back by premiums charged to homeowners. 

3) Establishes funding for the Readiness, Preparedness and Mitigation Grant Program. 

 

If enacted, HR 1101 would immediately benefit the Florida Hurricane Catastrophe Fund (“FHCF”), the 

California Earthquake Authority (“CEA”) and various property residual markets around the country.   

 

By offering reinsurance protection, the National Fund creates additional capital for the market in the 

amount of reinsurance coverage offered to the state plans.21  Gradually, capital will build in the National 

Fund, but in the early years, capital will be available through the issuance of government securities that 

will be repaid over time.  Premiums will be set so that they cover all costs of the National Fund. 

 

  

21 The amount of additional capital available from the creation of state catastrophe plans and the National Fund 
offering reinsurance is quantified later in this report. 
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The FHCF has worked as designed since being enacted in 1993.  It has collected billions of dollars in 

reinsurance premiums and used those funds to pay covered losses.  At the same time, Florida 

consumers have saved billions on their property insurance premiums.  We have estimated that the 

difference between private market rates and FHCF rates in Florida for 2012 was $1.7 billion.22  For 2012, 

the FHCF mandatory layer of reinsurance was $17 billion excess of $7.4 billion.  There has been some 

concern that the FHCF would not be able to secure $17 billion in revenue bonds after a large event that 

essentially would require the FHCF to pay its current reinsurance limit.  Additionally, the current law 

requires bonds to be retired by surcharges on Florida policyholders of most lines of business.  This 

results in subsidies across geographic areas as well as across lines of insurance.  The liquidity loan 

provision would eliminate these current concerns for the FHCF.  The National Fund would pre-qualify the 

FHCF for liquidity loans and be in a position to loan the FHCF as much as it needs to pay claims.23  

Repayment could be through future year reinsurance premiums, thus eliminating the need for surcharges 

on policyholders of non-property products and the inherent subsidies in the current system. 

 

The CEA would also be able to purchase National Fund reinsurance or pre-qualify for liquidity loans.  

Both options would immediately give the CEA more capacity, and to the extent that Fund reinsurance or 

liquidity loans replace private reinsurance, the CEA would be able to pass on savings to its 

policyholders.24 The program would reduce the CEA’s current dependency on the private reinsurance 

market and even open the possibility of expanding coverage and reducing the level of mandatory 

deductibles for consumers. 

 

  

22 See Appendix B, page 4 for details of this estimate. 
23 As appropriate, the Secretary can also issue National Fund reinsurance coverage in the mandatory layer, which 

also would eliminate any need for surcharges on policyholders. 
24 Premium savings resulting from National Fund reinsurance will be quantified and discussed in detail later in this   

report. 
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Each of the various property residual markets would also be able to take advantage of National 

Reinsurance and liquidity loans, creating capacity, eliminating subsidies inherent in the current post-event 

financing processes and potentially offering savings to policyholders from the National Fund.  The 

program would require that state plans be actuarially sound, which would be a strong incentive for states 

to reform their programs to get the benefit of the national backstop. 

 

In the longer term, passage of HR 1101 would enable states to create state catastrophe funds if they 

elect to design programs to address catastrophe exposure in their states or for their residual market 

programs.  The program would enable states to join together to form regional programs as well.  The 

major obstacle for a new state catastrophe fund, that starts with no or very limited capital, is the potential 

of a large event early in the existence of the fund.  If such an event were to occur, then borrowing would 

be required to pay covered losses, and some type of funding would be needed to retire the debt.25  HR 

1101 solves this problem by offering liquidity loans or sufficient amounts of reinsurance protection to state 

plans so that they would not have any exposure to post-event bonding needs.  If a state plan has losses 

from a covered event that exceed its surplus, it can be pre-approved for a liquidity loan from the National 

Fund to cover the losses and to retain enough capital to continue in operation.  The Secretary, in 

consultation with the Commission, will structure a repayment plan that allows the state plan to continue to 

operate and to repay the loan using reinsurance premiums at no cost to the federal government.   

 

In the next section, we will explain why the cost of reinsurance from state, regional and national funds is 

significantly cheaper than insurance and reinsurance in the private market.  In the two sections following, 

we will analyze the longer term potential of this new legislation on the property insurance market in 

catastrophe prone areas.  We will model future potential state and regional catastrophe plans, quantify 

the potential reductions in the cost of residential property insurance, quantify the additional capacity that 

could be created and discuss potential to reduce the need for Federal disaster relief.   

 

25 Theoretically, assuming perfect capital markets, if the state catastrophe fund annually collects the long term 
expected losses of the covered layer and a provision to cover expenses, it will have enough funds to pay all costs 
in the long run.  Funding problems arise when extremely large events occur early in the existence of the fund.   
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PUBLIC VS. PRIVATE MARKET COSTS OF PROPERTY CATASTROPHE REINSURANCE 
 
As described above, the cost of property insurance in high catastrophe areas can be as much as 10 times 

that of less risky areas.  HR 1101 attempts to address such disparities by enabling states to design and 

tailor programs to address catastrophe exposure or to form regional programs which will offer additional 

catastrophe reinsurance capacity to the direct writers of residential property insurance in the state at a 

cost much lower than is available in the private market. When those cost savings are passed on to 

consumers, insurance prices in high catastrophe areas should decline measurably. 

 

State, regional, or national catastrophe funds can offer reinsurance at a significantly lower cost because 

they do not have to pay the cost of the large amount of capital needed by the private sector to cover 

property catastrophe exposure.  Instead, they can charge a price for reinsurance equal to the expected 

long-term loss costs, along with a modest provision to cover expenses and mitigation efforts. This can be 

contrasted with the price of private reinsurance, which is comprised of expected loss costs, a substantially 

higher expense load, and a significant risk premium. This risk premium is the provision that provides for a 

return on the capital required to support the catastrophe exposure and can also be considered a type of 

profit load.  Since the state and national catastrophe funds are assumed to impose no charge for this risk, 

and would require no profit, the resulting premium will be substantially lower, generating significant 

savings for consumers.26 

 

 

 

  

26 Another factor that gives rise to savings from a public-sector reinsurance mechanism is the fact that such funds are 
assumed to be tax exempt. Private sector reinsurers must charge a price that provides for a fair and reasonable 
after-tax return on capital, which increases the required risk premium, and ultimately the price of reinsurance, 
relative to a tax exempt alternative.  
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CONSUMER COST SAVINGS CALCULATIONS 
 
The passage of HR 1101 will create incentives in many states with availability, affordability and capacity 

problems in their homeowner insurance markets to create state or regional catastrophe funds. For the 

purposes of this report and analysis, we assume that new state or regional catastrophe funds will be 

structurally similar to the FHCF, and additional consumer savings in homeowners insurance premiums 

will be achieved by the ability of the new state and regional funds to purchase higher layers of 

reinsurance coverage from the National Fund.  Procedurally, the National Fund would offer reinsurance to 

the state catastrophe fund, and the state catastrophe fund would offer reinsurance to primary insurers for 

both the state fund layer and the national fund layer. 

 

In order to develop an estimate of the potential consumer savings resulting from national and state 

catastrophe funds, we first develop a model of state and regional catastrophe funds.  For the purposes of 

this estimate, we assume the establishment of four regional catastrophe funds: Alabama and Mississippi 

(“Southern”); Delaware, Maryland, Pennsylvania and Virginia (“Mid-Atlantic); Connecticut, Massachusetts, 

Maine, New Hampshire, Rhode Island and Vermont (“New England”); and New Jersey and New York 

(NJ/NY).  Single state catastrophe funds are also established in California, Georgia, Louisiana, North 

Carolina, Texas, South Carolina, Washington and the FHCF is expanded to take advantage of the 

legislation.  Next, we choose the layers of reinsurance to be offered by each of these state or regional 

catastrophe funds, including both the layer retained by the fund and the layer to be reinsured by the 

National Fund.27  In this model, we also assume that the state and regional catastrophe funds will sell 

reinsurance for 90% of the layer with 10% being retained by the primary carrier. 

 

  

27 Details of the Attachment points, occurrence probabilities and structure of the new funds are described in detail in 
Appendix A of this report.  We have chosen to model a certain structure of state and national catastrophe fund 
attachment and exhaustion points.  Many other potential models exist.  Our cost savings estimates are based on 
our model.  Changes in the states that enact catastrophe funds or in attachment or exhaustion points will result in 
different amounts of savings to be realized by homeowners on their property insurance premiums. 
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In developing our consumer savings estimates, we simply compare the cost of coverage in the private 

insurance market to the cost of the reinsurance offered by state, regional and national catastrophe funds 

for the same layers of property catastrophe insurance.28  We estimate the cost of property catastrophe 

insurance in the private market by selecting a Rate on Line (“ROL”) for each layer of coverage and 

applying the ROL to the layer of coverage and multiplying by 90%.29  As discussed previously, Rates on 

Line can be volatile and may sharply increase after a catastrophe has occurred.  The ROLs are intended 

to be an approximation of the longer-term cost of coverage in the private market for a given layer, rather 

than a snapshot of the current ROL at the date of this report.   

 

To estimate the cost of property catastrophe insurance under the state, regional and national catastrophe 

funds, we start with the expected losses within the layer of coverage, multiply by 90% to reflect the 10% 

retained provision, multiply by 1.25 to reflect a rapid cash buildup factor, multiply by 1.01 to reflect a 1% 

provision for expenses of the fund and multiply by 1.05 to fund mitigation and preparedness efforts.  

Based on this model, we have derived the following potential savings for each of the state and regional 

catastrophe funds.30 

  

28 For simplicity, we assume that the difference in cost of property catastrophe insurance between the private market 
and state/regional and National funds will be the ultimate savings passed on to consumers in the form of lower 
premiums for property insurance.  The actual savings will be based on how these changes in costs are actually 
built into rate filings of primary insurers.  Some of the considerations related to final consumer savings such as 
variable expenses are discussed later in this section. 

29 Current expected rates on line by state and layer of coverage were provided by Aon Benfield. 
30 Details of the cost savings calculations are contained in the Appendix to this report. 
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TOTAL CONSUMER SAVINGS  
ADEQUATE PRIVATE MARKET RATES VS. FULLY IMPLEMENTED H.R. 1101 

CONSUMER SAVINGS 
($ Millions) 

Region / State 
Regional or State 
Catastrophe Fund 

National Fund 
Reinsurance Total 

South $198.3 $37.9 $236.1 
Mid-Atlantic 99.6 24.8 124.4 

New England 156.7 56.0 212.7 
NJ / NY 392.8 88.6 481.4 

California 178.1 217.6 395.7 
Georgia 57.5 --- 57.5 

Louisiana 159.7 156.8 316.5 
North Carolina 208.5 175.4 384.0 

Texas 807.9 604.4 1,412.3 
South Carolina 78.3 166.8 245.1 

Washington 51.9 --- 51.9 
Florida 4,868.0 2,723.1 7,591.1 
Total $7,257.2 $4,251.5 $11,508.7 

 

As can be seen in the above table, aggregate consumer savings from the enactment of HR 1101 are 

significant, amounting to over $11.5 billion annually.  While these savings are correlated to the frequency 

and severity of large catastrophic events within certain geographic areas (coastal hurricane exposures 

and proximity to earthquake fault zones), there are meaningful savings in all states included in our model. 

 

Some perspective on the impact these savings have on individual consumers can be gained from 

determining the average statewide savings in each state.31  These are summarized in the following table: 

  

31 Details of these average savings are included in Appendix B, where the total savings in the state is divided by the 
number of housing units. 
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TOTAL CONSUMER SAVINGS 
ADEQUATE PRIVATE MARKET RATES VS. FULLY IMPLEMENTED H.R. 1101 

Region / State 
Consumer Savings 

($ Millions) 
Estimated Housing 

Units 
Savings Per 
Household 

South $236.1 $2,864,000 $82.4 
Mid-Atlantic 124.4 9,630,000 12.9 

New England 212.7 4,793,000 44.4 
NJ / NY 481.4 8,071,000 59.7 

California 395.7 1,152,000 343.5 
Georgia 57.5 3,189,000 18.0 

Louisiana 316.5 1,574,000 201.1 
North Carolina 384.0 3,500,000 109.7 

Texas 1,412.3 7,795,000 181.2 
South Carolina 245.1 1,729,000 141.7 

Washington 51.9 318,000 163.1 
Florida 7,591.1 7,060,000 1,075.2 
Total $11,508.7 $51,675,000 $222.7 

 
 
These average savings are statewide.  Some of the states in the model, such as Texas, have relatively 

small geographic areas on the coast, where the majority of the derived savings will occur.  Many 

homeowners in Texas will see savings in their homeowners insurance much greater than the statewide 

average.  For example, consumers in Brazoria County32, Texas would see savings of $1,043, over five 

times the statewide average. 

 

  

32 Note that the City of Freeport used in the table of average homeowner rates in the Market for Property Insurance 
section of this report is located in Brazoria County. 
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The consumer savings developed in this report are those that will be realized in the long run. In the long 

run, premiums charged for insurance covering property catastrophe exposure will include all costs 

associated with the transfer of risk, including full compensation for the large amounts of capital needed to 

support the business.  In the short run, premiums charged may not be adequate for many reasons.  If 

current premiums are inadequate, then the savings actually realized by consumers from establishing 

state and national catastrophe funds will be lower than those estimated in this analysis.33  In situations 

where current rates are inadequate, the savings represent the difference between rates under the 

program and rates that consumers will be charged for their current coverage when they ultimately rise to 

the adequate level. 

 

When legislation creating a state catastrophe fund or the national backstop is enacted, primary insurers 

could be required to make rate filings to reflect the changes to their expected costs.  The current net costs 

of private reinsurance and catastrophe bonds, and the additional risk associated with natural 

catastrophes, are replaced by the net cost of reinsurance charged by the state fund and national 

backstop.  Our analysis calculates the difference in these costs on a statewide basis, and this represents 

an estimate of the aggregate statewide long-term premium difference for consumers when a state 

catastrophe fund and national backstop mechanism is implemented in a state.  Ratemaking 

methodologies usually account for variable expenses (such as premium tax and commissions) by 

applying a multiplicative factor to the loss and non-variable expense provisions.  Consumers will 

potentially realize more reduction in their premiums than contemplated in our calculations since variable 

expenses will be reduced in the same proportion as the reduction in the cost of reinsurance and risk 

charge for the layers reinsured by the catastrophe funds. 

 

Many variations of state or regional catastrophe fund structures are possible, and the attachment point 

and coverage limit of a state catastrophe fund would be established by legislation.  Several states were 

not included in our original analysis because their projected 1-in-250 year event were less than $2 billion, 

but this was done for convenience and simplicity of the analysis. It is not intended to imply that states with 

33 Current residential property rates in Florida appear to be significantly inadequate. 

 
Milliman 

                                                 



-31- 
 
 

smaller potential losses cannot establish a state catastrophe fund, or participate in a regional program, 

and benefit from a national backstop mechanism.   

 

As discussed earlier, the FHCF already exists in Florida.  The consumer cost savings for Florida are 

separated into three layers: the first is the layer that currently exists in Florida for 2012 ($7.4 billion to 

$28.412 billion); the second is an expansion of the FHCF to $50.5 billion; and the third is a National Fund 

reinsurance layer from $50.5 billion to $83.7 billion.    We estimate that the FHCF under its current 

structure saved consumers $1.7 billion in 2012.  Legislation creating a national catastrophe fund would 

provide liquidity protection to the FHCF and therefore allow the FHCF to expand into higher layers.  

Expanding the coverage provided by the FHCF up to the 1-in-100 year event of approximately $50.5 

billion would produce additional savings to Florida consumers of $3.1 billion.34  The National Fund would 

allow further expansion of coverage up to the 1-in-250 year event of $80.7 billion and would result in $2.7 

billion of additional savings. 

 

California currently has the California Earthquake Authority (CEA), which offers primary insurance, and 

not reinsurance, so it operates differently than the FHCF or the other potential state catastrophe funds.  

Rather than get into the nuances of the CEA, in our model we assume that California would obtain 

reinsurance from the National Fund either directly or through a new state cat fund.  It would offer a layer 

of reinsurance (state layer) and also an expanded layer backed by reinsurance purchased from the 

National Fund (National layer).  The new California state cat fund would offer this reinsurance to the CEA 

and also to any direct writers selling earthquake insurance.  Currently, the CEA is not charging a risk load 

for layers covered by its surplus or by assessments on the industry.  Actual savings for current CEA 

policyholders would be only for those layers where the CEA purchases reinsurance.   If California does 

not implement a state catastrophe fund, the CEA could qualify as an eligible state plan under HR 1101 

and utilize the national reinsurance and liquidity loan provisions of the bill. 

 

  

34 Details of the FHCF potential savings are contained in the Appendix B. 
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CAPACITY AND FEDERAL DISASTER RELIEF 
 
In the current system, the capital to pay for insured losses from catastrophic events is supplied by primary 

insurers, reinsurers, investors purchasing catastrophe bonds, and in the case of residual market entities, 

either through assessments on insurers or surcharges on various policyholders in the state.  The 

additional capital provided by the creation and expansion of state catastrophe funds along with a national 

backstop is easily computed from our model of state and regional catastrophe funds.35  A summary is 

as follows: 

 
CAPACITY ADDED BY REGIONAL, STATE AND NATIONAL CASTROPHE FUNDS 

($ Millions) 

Region / State 
Regional or State  
Catastrophe Fund 

National  
Catastrophe Fund 

South $4,770.0 $1,170.0 
Mid-Atlantic 2,700.0 720.0 

New England 4,050.0 1,620.0 
NJ / NY 7,290.0 2,160.0 

California 2,880.0 4,770.0 
Georgia 1,530.0 N/A 

Louisiana 2,700.0 3,960.0 
North Carolina 3,690.0 4,590.0 

Texas 8,460.0 10,440.0 
South Carolina 1,800.0 4,770.0 

Washington 1,980.0 N/A 
Sub-Total $41,850.0 $34,200.0 

Florida 23,479.2 29,880.0 
TOTAL $65,329.2 $64,080.0 

 
 
New state and regional catastrophe funds would add $41.9 billion in capacity, and the expansion of the 

FHCF would add $23.5 billion. The national fund (including coverage in Florida and California) could add 

a total of $64.1 billion to capacity.  If a national backstop mechanism is enacted, and a state catastrophe 

fund is created in every state included in our analysis, the aggregate capacity for personal property 

insurance would increase by $129.4 billion.  This new capital serves to reduce the amount of capital direct 

insurers provide in catastrophe prone areas.  Freeing up capital of the direct insurers would enable them 

35 The description of these new funds and calculations of capital created are presented in Appendix A. 
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to write more business in catastrophe prone areas and thereby ultimately decreasing the size of the 

residual market. 

 

Disaster Relief 

Once a state fund is enacted, mitigation and preparedness funding will be provided at both the state and 

national level.  Federal mitigation grants are funded by National Fund premiums charged to state plans.  

State plans, in order to be eligible state plans, must also use part of the reinsurance premiums charged to 

direct insurers for state layer coverage to fund mitigation and preparedness efforts. 

 

The federal government appropriated $250 billion for disaster relief between 1989 and 2010.36  “The 

Center for American Progress conducted an analysis and found that the federal government—which 

means taxpayers—spent $136 billion total from fiscal year 2011 to fiscal year 2013 on disaster relief. This 

adds up to an average of nearly $400 per household per year.”37  To the extent that the national grants or 

state mitigation funds are utilized to make infrastructure improvements and mitigate potential damage 

from future events, they should help reduce future non-funded federal disaster relief.  This process helps 

remove the subsidy in the current system where disaster relief is paid by all US taxpayers because the 

grants will be funded by using part of property insurance premiums which are directly related to the risk of 

loss from natural catastrophes. 

 

 
  

36 See Congressional Research Service report on “Disaster Relief Funding and Emergency Supplemental 
Appropriations”, April 12, 2011. 

37 http://www.americanprogress.org/issues/green/report/2013/04/29/61633/disastrous-spending-federal-disaster-
relief-expenditures-rise-amid-more-extreme-weather/ 
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For example, one study estimated that the damage from Hurricane Andrew would have been $8.1 billion 

less if the building code now in place in Miami-Dade had been in effect in 199238.  Through vigorous 

enforcement of building codes, consumers can make their homes stronger and safer with affordable and 

effective retrofits.  Strengthening first responders will help reduce injuries and deaths from large 

catastrophes resulting in consumer savings in health care costs. 

 

 

 

 

38 “Strong South Florida Building Standards Could Cut Storm Damage by Billions”, Insurance Institute for Business & 
Home Safety, 2012, http://staging.ibhs.org/news/strong-south-florida-building-standards-could-cut-storm-damage-
by-billions-3. 
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LIMITATIONS AND QUALIFICATIONS 
 
This work product was prepared solely to provide assistance to ProtectingAmerica.org.  Milliman does not 

intend to benefit and assumes no duty or liability to other parties who receive this work.  The information 

included in the introduction was provided by ProtectingAmerica.org and was not used to complete the 

detailed analysis of premium savings included in this report. To complete the premium savings analysis, 

Milliman completed an extensive and independent review of the actual legislation as described in 

the report.  

 

Data Reliances 

In performing this analysis we have relied on data and other information provided to us by AIR Worldwide 

Corporation, Aon Benfield, Inc., and reports publicly available produced by Guy Carpenter and Lane 

Financial.  We have not audited or independently verified this data and information for accuracy.  Such a 

review is beyond the scope of our assignment.  If the underlying data or information is inaccurate or 

incomplete, our analysis may likewise be inaccurate or incomplete.   

 

We performed a limited review of the data used directly in our analysis for reasonableness and 

consistency.  We did not find material defects in the data.  If there are material defects in the data, it is 

possible that they would be uncovered by a detailed, systematic review and comparison of the data to 

search for data values that are questionable or relationships that are materially inconsistent.  Such a 

detailed review was beyond the scope of our assignment. 

 

Our estimates of cost savings derived in this report are based on a specific fund structure and the 

assumptions described in the report.  Actual savings may differ due to different fund structures and 

market conditions at the time a state catastrophe fund or national backstop is introduced. 
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Distribution 

Milliman’s work is prepared solely to provide assistance to ProtectingAmerica.org.  Milliman does not 

intend to benefit and assumes no duty or liability to other parties that receive this report.  In the event this 

report is distributed to third parties, the report must be provided in its entirety.  We recommend that any 

such party have its own actuary review this report to ensure that the party understands the assumptions 

and uncertainties inherent in our estimates.  This report may not be filed with the SEC or other securities 

regulatory bodies. 

 

In addition, Milliman’s name, trademarks or service marks, or reference to Milliman directly or indirectly in 

any media release, public announcement or public disclosure, including in any promotional or marketing 

materials, customer lists, referral lists, websites or business presentations without Milliman’s prior written 

consent is prohibited. 

 

♦     ♦     ♦     ♦     ♦ 

 

It has been our pleasure to assist ProtectingAmerica.org on this important project.  If you have any 

question please call us to discuss.  We would be glad to assist you with any further analysis. 

 
Sincerely, 
 

 
David R. Chernick, FCAS, MAAA 
Consulting Actuary 
 

 
David Appel, PhD 
Principal and Director – Economics Consulting 
 
DRC/DA/sbs 
 
June 5, 2013 
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PROTECTINGAMERICA.ORG

A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Hypothetical New York & New Jersey Regional Cat Fund with National Reinsurance
Illustration of Layers of Capacity

Primary Insurers & Private Reinsurance

$15.5 Billion 1 in 250 years

$13.1 Billion
1 in 200 years

$5.0 Billion 1 in 79 years

1
10% participation in regional and national reinsurance layer is covered by surplus of primary insurer or by private 
reinsurance purchases.

Primary Insurers & Private Reinsurance

10%1

10%1 Regional Catastrophe Fund

National Backstop
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 PROTECTINGAMERICA.ORG
A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Catastrophe Fund Coverage Assumptions ($ in Millions)

Regional or
Regional or State Fund Limit/ National Fund
State Fund National Fund Limit

Region or State Peril Attachment Point Attachment Point (1-in-250 Yr Loss)

Alabama and Mississippi HU and EQ (MS) $5,000.0 $10,300.0 $11,600.0

Delaware, Maryland, 
Pennsylvania, and Virginia HU 3,000.0 6,000.0 6,800.0

Connecticut, Massachusetts, 
Maine, New Hampshire, Rhode 

Island, and Vermont HU 5,000.0 9,500.0 11,300.0

New Jersey and New York HU 5,000.0 13,100.0 15,500.0
 California 1 EQ 5,000.0 8,200.0 13,500.0

Georgia HU 2,000.0 3,700.0 n/a
Louisiana HU 3,000.0 6,000.0 10,400.0

North Carolina HU 3,000.0 7,100.0 12,200.0
Texas HU 5,000.0 14,400.0 26,000.0

South Carolina HU & EQ 3,000.0 5,000.0 10,300.0
Washington EQ 2,000.0 4,200.0 n/a

 Florida 2 HU 7,389.0 50,500.0 83,700.0

2The FHCF exists and offers State Cat Fund reinsurance for the industry layer $7.4B to $28.4B for 2012.

1We assume a new CA state Cat Fund offers reinsurance to the CEA and to other companies writing EQ coverage.  If California does 
not create a state catastrophe fund, the CEA would be able to purchase reinsurance directly from the national fund.
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A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Catastrophe Fund Coverage Assumptions
In Terms of Return Period (1-In-N-Year Event)

Regional or
Regional or State Fund Limit/
State Fund National Fund

Attachment Point Attachment Point National Fund
Region or State Peril Return Period Return Period Return Period

Alabama and Mississippi HU and EQ (MS) 73 200 250

Delaware, Maryland, 
Pennsylvania, and Virginia HU 79 200 250

Connecticut, Massachusetts, 
Maine, New Hampshire, 

Rhode Island, and Vermont HU 86 200 250

New Jersey and New York HU 79 200 250
 California 1 EQ 48 100 250

Georgia HU 101 250 n/a
Louisiana HU 40 100 250

North Carolina HU 36 100 250
Texas HU 29 100 250

South Carolina HU & EQ 55 100 250
Washington EQ 134 250 n/a

 Florida 2 HU 10 100 250

2The FHCF exists and offers State Cat Fund reinsurance for the industry layer $7.4B to $28.4B for 2012.

1We assume a new CA state Cat Fund offers reinsurance to the CEA and to other companies writing EQ coverage.  If California 
does not create a state catastrophe fund, the CEA would be able to purchase reinsurance directly from the national fund.
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 PROTECTINGAMERICA.ORG
A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Capacity Added by Regional, State and National Catastrophe Funds ($ in Millions)

Regional or State Catastrophe Fund National Catastrophe Fund

Region or State Peril
Attachment

Point Limit  Capacity 1
Attachment

Point Limit  Capacity 1

Alabama and Mississippi HU and EQ (MS) $5,000.0 $10,300.0 $4,770.0 $10,300.0 $11,600.0 $1,170.0

Delaware, Maryland, 
Pennsylvania, and Virginia HU 3,000.0 6,000.0 2,700.0 6,000.0 6,800.0 720.0

Connecticut, Massachusetts, 
Maine, New Hampshire, 

Rhode Island, and Vermont HU 5,000.0 9,500.0 4,050.0 9,500.0 11,300.0 1,620.0

New Jersey and New York HU 5,000.0 13,100.0 7,290.0 13,100.0 15,500.0 2,160.0
California 2 EQ 5,000.0 8,200.0 2,880.0 8,200.0 13,500.0 4,770.0

Georgia HU 2,000.0 3,700.0 1,530.0 n/a n/a n/a
Louisiana HU 3,000.0 6,000.0 2,700.0 6,000.0 10,400.0 3,960.0

North Carolina HU 3,000.0 7,100.0 3,690.0 7,100.0 12,200.0 4,590.0
Texas HU 5,000.0 14,400.0 8,460.0 14,400.0 26,000.0 10,440.0

South Carolina HU & EQ 3,000.0 5,000.0 1,800.0 5,000.0 10,300.0 4,770.0
Washington EQ 2,000.0 4,200.0 1,980.0 n/a n/a n/a

Sub-Total $41,850.0 $34,200.0

 Florida 3 HU 24,412.0 50,500.0 23,479.2 50,500.0 83,700.0 29,880.0

TOTAL $65,329.2 $64,080.0

1 Capacity = 90% x (Limit - Attachment Point) where the 90% factor reflects 10% participation by the private market.
2 In our model, it is assumed that a new CA state Cat Fund offers reinsurance to the CEA and to other companies writing EQ coverage.
3 The FHCF currently provides coverage up to $28.400B, including the optional TICL layer.
 The $24.412B state attachment point reflects the fact that most companies do not purchase TICL coverage.

Appendix A
Page 4



Milliman 
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A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Total Consumer Savings: Adequate Private Market Rates vs. Fully Implemented H.R. 1101

Region / State Peril
Regional or State
Catastrophe Fund

National Fund
Reinsurance Total

Estimated 
Housing Units

Savings per 
Household

Alabama and Mississippi HU and EQ (MS) $198.3 $37.9 $236.1 2,864,000 $82.45

Delaware, Maryland, 
Pennsylvania, and Virginia HU 99.6 24.8 124.4 9,630,000 12.92

Connecticut, Massachusetts, 
Maine, New Hampshire, 

Rhode Island, and Vermont HU 156.7 56.0 212.7 4,793,000 44.38
New Jersey and New York HU 392.8 88.6 481.4 8,071,000 59.65

California EQ 178.1 217.6 395.7 1,152,000 343.51
Georgia HU 57.5 - 57.5 3,189,000 18.02

Louisiana HU 159.7 156.8 316.5 1,574,000 201.09
North Carolina HU 208.5 175.4 384.0 3,500,000 109.70

Texas HU 807.9 604.4 1,412.3 7,795,000 181.18
South Carolina HU & EQ 78.3 166.8 245.1 1,729,000 141.74

Washington EQ 51.9 - 51.9 318,000 163.13

Florida HU 4,868.0 2,723.1 7,591.1 7,060,000 1,075.23

Total $7,257.2 $4,251.5 $11,508.7 51,675,000 $222.71

Note: Savings per household are the statewide average.  Savings in coastal or earthquake fault areas will be significantly greater than the average.

Consumer Savings ($ in Millions)
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New Regional or State Catastrophe Fund Layer
Consumer Savings: Adequate Private Market Rates vs. Fully Implemented H.R. 1101

($ in Millions)

(1) (2) (3) (4) = [(2)-(1)]*(3)*.90 (5) (6) (7) = (4) - (6)
 

Region or State Peril

Regional or 
State Fund
Attachment 

Point

Regional or 
State Fund

Limit

Selected
Rate

On-Line

Estimated
Private Market

Costs
Modeled

Pure Premium

Estimated 
Regional or 

State Cat Fund 
Premium

Estimated
Consumer

Savings

Alabama and Mississippi HU and EQ (MS) $5,000.0 $10,300.0 5.4% $255.6 $40.7 $57.3 $198.3
Delaware, Maryland, Pennsylvania, 

and Virginia HU 3,000.0 6,000.0 4.9% 131.7 21.5 32.1 99.6
Connecticut, Massachusetts, 

Maine, New Hampshire, Rhode 
Island, and Vermont HU 5,000.0 9,500.0 5.0% 202.4 31.8 45.7 156.7

New Jersey and New York HU 5,000.0 13,100.0 6.5% 473.2 58.2 80.4 392.8
California EQ 5,000.0 8,200.0 8.3% 238.1 42.7 60.0 178.1
Georgia HU 2,000.0 3,700.0 4.9% 74.3 9.8 16.8 57.5

Louisiana HU 3,000.0 6,000.0 8.2% 221.5 44.1 61.8 159.7
North Carolina HU 3,000.0 7,100.0 8.0% 296.4 63.9 87.8 208.5

Texas HU 5,000.0 14,400.0 12.2% 1,032.2 167.9 224.3 807.9
South Carolina HU & EQ 3,000.0 5,000.0 6.4% 114.7 24.7 36.4 78.3

W ashington EQ 2,000.0 4,200.0 3.5% 69.8 10.6 17.9 51.9

Total $3,109.7 $515.9 $720.4 $2,389.2

(3) Rates on-line selected based on data provided by Aon Benfield for aggregate private market reinsurance coverage.
(5) 90% of pure premium for Regional Cat Fund based on data provided by AIR Worldwide.
(6) State Cat Fund premium includes a provision for the expected losses, expenses of 1%, mitigation funding of 5% and a rapid cash buildup factor of 25%.
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A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

 National Fund Layer
Consumer Savings: Adequate Private Market Rates vs. Fully Implemented H.R. 1101

($ in Millions)

(1) (2) (3) (4) = [(2)-(1)]*(3)*.90 (5) (6) (7) = (4) - (6)
 

Region or State Peril

National Fund
Attachment 

Point
National Fund

Limit

Selected
Rate

On-Line

Estimated
Private Market

Costs

Modeled
Pure 

Premium

Estimated
National 
Backstop
Premium

Estimated
Consumer
Savings

Alabama and Mississippi HU and EQ (MS) $10,300.0 $11,600.0 3.9% $45.1 $5.5 $7.2 $37.9

Delaware, Maryland, 
Pennsylvania, and Virginia HU 6,000.0 6,800.0 4.0% 29.0 3.1 4.1 24.8

Connecticut, Massachusetts, 
Maine, New Hampshire, 

Rhode Island, and Vermont HU 9,500.0 11,300.0 4.0% 65.2 6.9 9.2 56.0

New Jersey and New York HU 13,100.0 15,500.0 4.7% 101.3 9.6 12.7 88.6
California EQ 8,200.0 13,500.0 5.4% 259.1 31.3 41.5 217.6
Georgia HU n/a n/a n/a - - - -

Louisiana HU 6,000.0 10,400.0 4.8% 190.9 25.7 34.0 156.8
North Carolina HU 7,100.0 12,200.0 4.7% 215.5 30.2 40.0 175.4

Texas HU 14,400.0 26,000.0 6.7% 695.7 68.9 91.3 604.4
South Carolina HU & EQ 5,000.0 10,300.0 4.3% 206.0 29.6 39.2 166.8

Washington EQ n/a n/a n/a - - - -

Total $1,807.6 $210.7 $279.2 $1,528.4

(3) Rates on-line selected based on data provided by Aon Benfield for aggregate private market reinsurance coverage.
(5) 90% of pure premium for National Backstop layer based on data provided by AIR Worldwide.
(6) National Backstop premium includes a provision for the expected losses, expenses of 1%, mitigation funding of 5% and a rapid cash buildup factor of 25%.

Appendix B
Page 3



Milliman 

 PROTECTINGAMERICA.ORG
A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Consumer Savings Due to the Existence of the Florida Hurricane Catastrophe Fund (FHCF)
($ in Millions)

(1) (2) (3) (4) = [(2)-(1)] * (3) * .90 (5) (6) = (4) - (5)
 

State Peril

FHCF
Attachment

Point
FHCF
Limit

Selected
Rate

On-Line

Estimated
Private Market

Costs

Actual 
FHCF

Premium

Estimated
Consumer
Savings

Florida1 HU $7,389.0 $24,412.0 20.0% $3,064.1 $1,321.9 $1,742.2

1 For 2012, the FHCF offers a mandatory layer and optional TICL layer from $24.4B to $28.4B for the industry. The $24.412B limit reflects the fact that most companies do not purchase TICL coverage.
(5)  From FHCF financial statements as of June 30, 2012.
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A DETAILED ANALYSIS OF PREMIUM SAVINGS FOR CONSUMERS

Additional Consumer Savings if FHCF Expands to $50.5 Billion
($ in Millions)

(1) (2) (3) (4) = [(2)-(1)] * (3) * .90 (5) (6) (7) = (4) - (6)
 

State Peril

FHCF
Attachment

Point
FHCF
Limit

Selected
Rate

On-Line

Estimated
Private Market

Costs
Modeled

Pure Premium

Estimated
FHCF

Premium

Estimated
Consumer
Savings

Florida HU $24,412.0 $50,500.0 15.0% $3,521.9 $393.3 $396.1 $3,125.7

(5)  90% of pure premium for FHCF layer based on data provided by AIR Worldwide.
(6)  FHCF premium estimated using FHCF ratemaking formula for 2012.
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Consumer Savings Due to National Fund Reinsurance
($ in Millions)

(1) (2) (3) (4) = [(2)-(1)] * (3) * .90 (5) (6) (7) = (4) - (6)
 

State Peril

National Fund
Attachment 

Point
National Fund

Limit

Selected
Rate

On-Line

Estimated
Private Market

Costs
Modeled

Pure Premium

Estimated
National 
Backstop
Premium

Estimated
Consumer
Savings

Florida HU $50,500.0 $83,700.0 10.0% $2,988.0 $199.8 $264.9 $2,723.1

(5)  90% of pure premium for FHCF layer based on data provided by AIR Worldwide.
(6)  National Backstop premium includes a provision for the expected losses, expenses of 1%, mitigation funding of 5% and a rapid cash buildup factor of 25%.
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