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Insuring against the next big one

Speech to WorldBoston, 1 June 2006

Wendy Baker, President of Lloyd's America

Good afternoon. I am delighted to be here in the beautiful Bay State. Thanks to WorldBoston for inviting me.

As you may know, today is the first official day of hurricane season. After having had to cope with Katrina last fall, all I can say is: “Oh boy”.

I will try to be chipper. But the prospect of another nasty hurricane season has everyone in the insurance industry braced for a white-knuckle ride. And I hate to say it. But the spectre of a hurricane hitting a major Northeast population centre is hardly the stuff of Hollywood fantasy.

Leading forecasters agree there is more than an 80 percent chance of a major hurricane hitting the Gulf or East Coast this year.

Lloyd’s, the world’s leading specialist insurance market, is paying out almost $6 billion to help the people and businesses of the Gulf coast and Florida recover from Katrina, Rita and Wilma.

We remain financially strong despite the massive bill and, unlike some insurers, are not backing away from our US clients. We are fully committed to this region and more broadly to this country, our largest market – accounting for over a third of our global business or more than $9 billion in annual premiums.

But, as the Northeast cleans up from the May storms and worst flooding in seven decades, I think it might be appropriate today to sound three important notes of warning:

    * first, New Englanders ignore the hurricane threat at their peril. There is considerable evidence suggesting the region is due for the next “Big One” as hurricanes grow in intensity and frequency; 

    * second, the insurance industry must wake up to the threat of global warming and the growing cost of weather-related catastrophes on the world economy. Katrina underscores the need for insurers to manage risk with ever more skill so they are in a position to help policyholders in times of trouble. We don’t need taxpayer natural catastrophe funds. Insurers can handle natural disasters – as long as they constantly refine their risk models and are free to price risk adequately; and

    * finally, insurance regulators must do their part, by scrapping antiquated and ill-conceived protectionist rules that handicap Lloyd’s and other insurers outside the US The laws, called “credit for reinsurance”, are arcane. But simply put, they help drive up insurance costs by requiring “alien” or foreign reinsurers to post collateral equal to 100% of their gross liabilities - regardless of the reinsurer’s financial strength. Lloyd’s, despite a top-notch credit rating, has more than $10 billion today tied up in collateral accounts. That’s $10 billion which cannot be put where it belongs – in the hands of policyholders. These rules must be changed.

Lloyd's and New England

With its global experience and a tradition of underwriting that dates back to 1688, the Lloyd’s market has strong ties to Boston and New England. Lloyd’s has been insuring risks in the Boston region since at least the 1770s – in the days when the area was still a colony of the British Empire.

As a proud American, I can happily say that Lloyd’s was taught a valuable lesson on December 16th, 1773. That was the day our over-burdened and over-taxed forebears threw the Boston Tea Party. Lloyd’s was on the hook for the 340 crates of tea used to stage that event. 

Two hundred years on, I can assure you Lloyd’s today is very much on the right side of history. We continue to play a crucial role in the US, helping Corporate America compete in the global marketplace. We insure more than 90% of Fortune 500 businesses that make up the Dow Industrial Average.

As you might expect, Lloyd’s also plays an important part in underwriting some risks unique to the Boston area. Take the Big Dig: we led the $500 million airport contractors liability insurance  and a major share of both the first and second $200 million layers of excess liability coverage.  Like you, perhaps we did not appreciate quite how long the Big Dig policy period would finally be! But we are proud to have contributed to such an historic project.

The amount of direct insurance business Lloyd’s does in the Bay State has jumped almost 10% since 1997 to more than $93 million last year – making the state Lloyd’s 13th largest US market. Lloyd’s also writes about $70 million in reinsurance business annually. On the average working day, Lloyd’s underwriters pay out almost $300,000 to New England policyholders.   

New England flooding

Last month’s surprise flooding left big portions of New England a muddy mess. Initial estimates suggest the clean-up costs in Massachusetts alone will be in the tens of millions of dollars. Homeowners across the state are busy replacing soggy carpets and rotten beams. Along Route 1, shopkeepers and industrial employers are trying to recover from days of lost business and destroyed equipment.

The flooding also emphasized the fact that most New Englanders remain exposed to the vagaries of Mother Nature. While government aid is expected to soften the blow of the latest crisis, reimbursement from the federal flood insurance program will be relatively small. That's because the three hardest-hit states - Massachusetts, New Hampshire, and Maine - have relatively low participation in the federal program.

It may seem strange. But less than 1% of property owners in Massachusetts have flood coverage.   This despite the fact that coverage would cost the average homeowner each day about half the price of a Starbucks vanilla latte.

Many homeowners – particularly in inland communities -obviously never thought they would be susceptible to the flooding. But history suggests otherwise. All five of the federally declared major disasters in Massachusetts since October 1996 involved flooding. 

New England is hardly the only region that suffers from mass denial – or should I say, mass optimism. Consider this: fewer than one in eight homeowners in California has earthquake insurance.

Hurricane-prone New England

As we face hurricane season, it is important to rethink our exposure. Last year's bout was the costliest and most destructive ever with a record 28 named storms – 15 of which became hurricanes. Forecaster Dr. William Gray of Colorado State University expects at least another 17 named storms to form in the Atlantic basin over the next six months, nine of which will strengthen into hurricanes.

To make matters worse, warmer waters of the Carolinas suggest an increasing likelihood of a hurricane hitting the Northeast in early fall.

Yet according to a recent poll, less than a third of residents living along the coast from Maryland to Maine feel they are vulnerable.

Katrina should have been a national wake-up call on the importance of storm preparation and evacuation. It is not as though New England is immune to windstorms.

A brutal 1938 hurricane killed more than 600 in New England and flooded cities. The peak gust was recorded at 186 mph at Blue Hill Observatory in Massachusetts. Waves were 50 feet high off Gloucester. More than 63,000 were left homeless and $300 million in damage was done to insured property, the equivalent of $4.1 billion today.  Two million trees were uprooted, 8,000 buildings destroyed and 3,300 boats lost.

On August 17, 1991 Hurricane Bob killed 18 people and caused $900 million in insured losses. In Massachusetts alone, it caused insured damages of $525 million. Power was knocked out to an estimated 2.1 million homes and businesses and thousands of residents had to be evacuated.

Scientists and officials agree that a repeat of those windstorms today would be many times as destructive, because so much valuable real estate has since been developed on or near the shore, directly in harm's way.

The Northeast is the most populated coastal region in the US. More than 50 million people, or a third of the nation’s total coastal population, reside here. 

The risk modeling group AIR Worldwide estimates that the insured value of properties in US coastal areas has roughly doubled over the last decade to more than $7 trillion.  The Northeast is particularly at risk with Massachusetts accounting for more than $650 billion in insured coastal property.

So the threat is real. New Englanders should protect themselves with proper insurance and emergency planning. States should follow Florida’s lead in enforcing stricter regulations that require better building materials and construction practices. Insurers should reward policyholders for installing impact-resistant windows and hurricane-proof roofs.

Most importantly, insurers and their state regulators must work more closely to ensure that response procedures are well-tested and run as smoothly as possible when the next disaster strikes – to avoid a rerun of the nightmare in New Orleans.

These are challenges we need to come to grips with quickly. By 2050, mega-catastrophes, which used to occur every 100 years, are predicted to happen once every 25 years. The UN predicts that losses will then be 900 per cent higher in costs than they are today. When you consider the aftermath of Katrina and the 2004 tsumani, you might be forgiven for thinking the UN was understating the risk.

Factoring in global warming

The catastrophic aftermath of Katrina and the above average hurricane activity in both 2004 and 2005 have fueled a scientific debate over the effects of global warming.

Whether or not due to climate change, current sea levels and ocean temperatures are higher in the Atlantic and the Gulf of Mexico than in the past. As a result, severe Atlantic hurricanes are likely to continue.

According to the US National Oceanic and Atmospheric Administration, we are experiencing a pendulum change in ocean and atmospheric conditions. The so-called Atlantic Multidecadal Oscillation is a North Atlantic and Caribbean Sea surface temperature change between warm and cool phases that lasts 20 to 40 years.

Moving forward, if climate change takes hold as expected and temperatures rise further, it is likely to generate increased frequency of extreme storms, over a longer storm season, in a wider geographical area.

Put that way, Lloyd’s believes it is time for the insurance industry to take a leading role in understanding and managing the impact of climate change.

While much fuss is made overseas about Washington’s refusal to sign the Kyoto accord and submit to mandatory limits on man-made greenhouse-gases, the fact is many US state and local governments are working to cut carbon dioxide emissions by Kyoto levels and then some. Corporate America is doing even more.  And it turns out going green can be good business.

DuPont hoped to cut 1990 carbon emissions by 65% by 2010. With four years to go in the program, the chemical maker has already slashed emissions by 72%. Dupont says production is up 30%, energy costs are down 7% and savings so far total $2 billion. Roche Vitamins has profitably cut its steam use by more than half in five years, saving millions of dollars.

At a local level, a new chiller and related improvements at a Kraft ice-cream plant saved 33% of its electricity and 2,500 tons of carbon emissions a year. Productivity rose 10% and the plant turned from a money-loser into one of the most competitive. 

If Corporate America is taking the global warming issue seriously, the insurance industry should too.

Unlike other insurers who call for a taxpayer-funded bailout pool for natural catastrophes, Lloyd’s believes the vast majority of natural perils are insurable.

Proposed national and state catastrophe plans risk damaging the nimbleness of capital markets and force taxpayers to underwrite repeated high-risk behaviour.

Alternative solutions may be called for where the economic impact is potentially more than the private market is willing or able to bear, for example for terrorism or flood.  But, unlike terrorism, we should be able to model the impact of natural disasters with some degree of accuracy, so that exposure can be managed and risk spread.

Lloyd’s is confident that the global insurance market is well equipped to respond – as long as it is free to price risk adequately, and constantly refines its risk models. That cannot be done without climate change being factored in. Lloyd’s has further developed our Realistic Disaster Scenarios which include new, tougher hurricane scenarios that stress test the market for industry losses up to $100 billion. 

Despite paying out $5.8 billion in 2005 US hurricane claims, the Lloyd’s market loss last year was limited to $177 million thanks largely to rigorous performance management. For Lloyd’s to emerge from such a year with just a small loss represents an excellent performance.

As industry leader Ted Kelly, the CEO of Liberty Mutual, recently pointed out, insurers paid out $124 billion to cover losses from natural catastrophes from 1995 to 2004.  The 2005 hurricane season will obviously bring that total closer to $200 billion. Yet the industry was able to handle this enormous burden because insurers are getting better at understanding and managing their exposure to such large losses.

Lloyd’s is in very good shape going into this hurricane season. And capital markets are showing a robust confidence in us and the wider industry, with billions of dollars coming into the business. The Lloyd’s market is increasing capacity to write more than $25 billion of business this year, up 7% from 2005.

Level the international playing field

As I mentioned earlier, for more than three centuries, Lloyd’s has established a reputation for taking on the toughest risks and helping policyholders pick up the pieces when the unthinkable occurs.

In the US, we helped rebuild a big part of San Francisco after the 1906 earthquake. Lloyd’s underwriter Cuthbert Heath famously cabled his San Francisco agents: “Pay all claims.”  A down-at-the-heel gold rush town, San Francisco was transformed into the “Paris of the Pacific”.

In that same spirit, Lloyd’s paid a loss of $3.5 billion after the attacks of 9/11 – the most of any insurer. In 2004, the record-breaking devastation from Florida hurricanes Francis, Charley, Jeanne and Ivan cost our market $2.4 billion – all in just six weeks. And of course the utter devastation caused by Katrina, Rita and Wilma last fall is setting back insurers some $60 billion and, as I mentioned, Lloyd’s about $6 billion.

But for Lloyd’s and other insurers outside the US to play their full part in the aftermath of future catastrophes, the US must remove the protectionist constraints that are handicapping global reinsurance companies.

Reinsurers provide insurance for insurance companies, spreading risk so that enormous losses from natural catastrophes can be covered. The world’s top ten reinsurers – the Lloyd’s market ranks sixth – account for about 60% of the $200-billion industry.

Reinsurance then is a truly global business. But regulation is still local and trade barriers unique to the US are handcuffing Lloyd’s and others.

So-called “credit for reinsurance” laws are unfair. They regard all US licensed reinsurers as good credit risks and permit them to reinsure US insurance companies without securing their liabilities with collateral - even if these reinsurers are financially weak.

By contrast, all reinsurers based outside the US are required to post collateral equal to 100% of their gross liabilities to US companies.

After 9/11, Lloyd’s was forced to boost its existing deposits in US trust funds by more than $3 billion - a significant sum for any business, but especially when money is urgently needed to make claims payments. Katrina has given rise to a similar situation. Lloyd’s trust funds hold more than $10 billion today.

The illogical demand for collateral based on zip code, not financial health, has helped drive up the costs of reinsurance and restricted critical capacity. This is bad public policy.

Foreign reinsurers such as Lloyd's should be seen as a benefit to the US economy and the businesses which underpin it - not a threat.

Final thoughts

As we face another hurricane season, businesses and residents in Boston and New England – along with the insurance industry and state regulators - face unprecedented challenges posed by bigger and more frequent natural catastrophes. We must work together to respond.

But be confident that whatever the future brings, nothing will alter the deep and wide commitment Lloyd’s has made over the generations to Boston, New England and the US.

Our commitment is not just rhetoric. It’s backed by billions of dollars.

When disaster strikes, Lloyd’s will be there.
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