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Purpose

The Journal of Insurance Regulation is sponsored by the National Association
of Insurance Commissioners. The objectives of the NAIC in sponsoring the
Journal of Insurance Regulation are:

1. To provide a forum for opinion and discussion on major insurance
regulatory issues;

2. To provide wide distribution of rigorous, high-quality research
regarding insurance regulatory issues;

3. To make state insurance departments more aware of insurance
regulatory research efforts;

4. To increase the rigor, quality and quantity of the research efforts on
insurance regulatory issues; and

5. To be an important force for the overall improvement of insurance
regulation.

To meet these objectives, the NAIC will provide an open forum for the
discussion of a broad spectrum of ideas. However, the ideas expressed in the
Journal are not endorsed by the NAIC, the Journal’s editorial staff, or the
Journal’ s board.



Feasibility Questions
About Government-
Sponsored Insurance for
Business Interruption
Losses from Pandemics

Robert W. Klein, Ph.D.*
Harold Weston, J.D., CPCU**

Introduction

Widespread economic losses to many businesses due to COVID-19 business
closures have led many plaintiffs’ attorneys to assert in lawsuits that business
interruption (BI) insurance policies cover these losses, while insurers generally
contend that their BI policies exclude coverage for a variety of reasons.! We explain
the basic coverage contentions below. Additionally, several states are considering
measures that would retroactively establish coverage for pandemic-caused losses
under BI policies. While the resolution of coverage disputes and the legality of
retroactive coverage expansions in the courts is uncertain, clearly there is strong
interest in making BI pandemic insurance available going forward.

While a few insurers have offered BI pandemic coverage, no firms have
purchased it (Lerner, 2020). Further, many insurers are reluctant to expand their
BI policies to cover pandemic losses. Hence, there is strong interest in creating a
federal government insurance program that would provide BI pandemic coverage.

1. These closures have occurred either directly due state and local government orders to close
unless designated an essential business, or indirectly by state and local government orders for
citizens to stay home except for basic personal necessities.

* Affiliate Senior Research Fellow, Temple University; Emeritus Professor of Risk Management
and Insurance, J. Mack Robinson College of Business, Georgia State University; rwklein@gsu.edu.

** Clinical Associate Professor and Undergraduate Program Adviser, Robinson College of
Business, Department of Risk Management and Insurance; College of Law, secondary appointment;
Georgia State University; hweston@gsu.edu.
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Currently, there are at least two formal proposals to establish such a program.
One proposal is the Pandemic Risk Insurance Act of 2020 (PRIA), which was
introduced in the U.S. Congress as H.R. 7011; PRIA would establish a Pandemic
Risk Reinsurance Program (PRRP) modeled after the Terrorism Risk Reinsurance
Program (TRRP) established by the Terrorism Risk Insurance Act (TRIA).? Three
industry trade associations also have proposed a Business Continuity Protection
Program (BCPP) as an alternative to PRIA that is similar in some regard to the
National Flood Insurance Program (NFIP).?

PRIA intends to create a public and private insurance program that would
provide Bl insurance for pandemics, with participating private insurers retaining
5% of losses above a deductible. We critique the program contemplated by PRIA
and discuss the BCPP. Additionally, we consider a program concept of our own
design that would also borrow from the NFIP (but would differ somewhat from the
BCPP), as well as a program similar to the federal crop insurance program. We
conclude that frameworks based on the NFIP or the federal crop insurance program
would have several advantages over PRIA, which has a number of problems, but
even these alternative frameworks would face many challenges. This policy brief
provides a preliminary review of the PRIA and BCPP drafts, as well as other
alternative frameworks, and draws from a longer working paper by the authors
(Klein and Weston, 2020).

Background

Before we begin our discussion of PRIA and alternative frameworks for
government BI pandemic insurance, it is helpful to provide a brief review of
BI coverage as it is currently structured, followed by an overview of TRIA.

Business Interruption Insurance

The standard business income coverage form by the Insurance Services Office
(ISO) (CP 00 30 10 12) provides coverage for net income and continuing normal
operating expenses incurred, including payroll (if the insured includes payroll in its
coverage selection and calculation), when the business is not operating due to a
covered cause of loss. Causes of loss are either in the Causes of Loss — Broad Form,
or the Causes of Loss — Special Form. Business income is defined as “Net Income
(Net Profit or Loss before income taxes) that would have been earned or incurred,

2. The text of H.R. 7011 is available at https://www.congress.gov/bill/1 1 6th-congress/house-
bill/7011/text?q=%7B%22search%22%3A4%5B%22HR+7011%22%5D%7D&r=1&s=1.

3. These associations are the American Property Casualty Insurance Association of America
(APCIA), the National Association of Mutual Insurers (NAMIC) and the Independent Insurance
Agents & Brokers of America (IIABA). A press release concerning the BCPP is available at
https://www.namic.org/news/releases/200521mr01.
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Feasibility Questions About Government-Sponsored Insurance ... 3

and continuing normal operations expenses incurred, including payroll.”
The coverage grant states:

We will pay for the actual loss of Business Income you sustain
due to the necessary “suspension” of your “operations” during the
“period of restoration.” The “suspension” must be caused by
direct physical loss of or damage to property at premises which
are described in the Declarations and for which a Business Income
Limit of Insurance is shown in the Declarations. The loss
or damage must be caused by or result from a Covered Cause
of Loss.

The Causes of Loss — Broad Form (CP 10 20 10 12) provides named perils
coverage for the familiar perils of fire, lightning, explosion, etc.; pathogens
of any type are not among these perils. The Causes of Loss — Special Form
(CP 1030 09 17), or perhaps an earlier version, or some insurer’s own proprietary
version, is open perils coverage. For this coverage, policyholder lawyers assert there
is the potential for coverage based on the exclusions, or lack of exclusions, specific
to viruses; the form includes an exclusion for “fungus, wet rot, dry to and bacteria.”
Insurers can add the endorsement specific for viruses — Exclusion of Loss Due to
Virus or Bacteria (CP 01 30 07 06). Another relevant exclusion in the special form
excludes “loss or damaged caused by or resulting from ... Delay, loss of use or loss
of market.”

The treatise Commercial Property Insurance (Robinson & Gibson, 2018)
explains that business income interruption insurance is a “time element coverage.”
They state:

Time element coverage forms provide coverage for loss of
income or increase in operating expenses that result from
suspended or makeshift operations while damaged property is
being repaired or replaced. The term “time element” is used
because the dollar amount of loss suffered by the insured depends
on how long it takes to repair or replace the damaged property.
Direct damage coverage forms, on the other hand, provide
coverage for the repair or replacement of property damaged by a
covered cause.

Another treatise explains that business income interruption insurance “is tied to
damage or destruction to property used, owned, leased, or operated by the
policyholder in its business, property necessary for such operations ..., or property
at the ‘premises’ or within a certain distance .... In the absence of such damage,
there is no Business Income coverage, whether or not the policyholder’s business is
suspended or interrupted” (Lewis and Insua, 2020: 3-36 — 3-36.1). The dispute then
arises over what constitutes property damage (Lewis and Insua, 2020; 3-36.1).

© 2020 National Association of Insurance Commissioners
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Policyholders also contend the stay-at-home orders, and related orders to close
some businesses, trigger the civil authority coverage of these policies. This
coverage, too, depends on property damage by a covered peril.

Whether a virus that can be wiped clean from the surface of personal property—
as business firms now do frequently during the day to help assure customers of
cleanliness and thus safety to operate a business—causes permanent alteration and
contamination to constitute property damage is the question for the courts to resolve,
and is beyond this paper to address.

Terrorism Risk Insurance Act

TRIA was enacted in 2002 in response to reinsurers’ unwillingness to provide
coverage for terrorist events following the 9/11 terrorist attacks.* This, in turn,
prompted primary insurers to exclude coverage for terrorism in their policies.
The program essentially provides a federal reinsurance backstop for private insurers
who provide coverage for property damage arising from a terrorist attack. The
program comes into effect when an act of terrorism is certified by the secretary of
the U.S. Department of Treasury (Treasury) that the act falls under the definition of
“terrorism” under TRIA and triggers an event dollar threshold.

All insurers offering commercial lines covered under TRIA are required to offer
terrorism coverage, but a firm is not required to buy it. Most commercial lines are
covered under TRIA with a number of exclusions, including commercial auto and
professional liability insurance, among others. The types of losses covered under
terrorism insurance include commercial property, BI and general liability.

The program is triggered when industry total losses from a certified terrorist act
reaches $200 million. Each individual insurer retains a deductible of 20% of its
direct premiums earned for commercial insurance and 20% of its losses above its
deductible. The aggregate industry retention (deductibles and copayments) is
capped at an estimated $46 billion in 2020.° All losses in a program year for both
insurers and the federal government are capped at $100 billion.

The government relies on ex post financing to recover the payments it makes
to insurers under the program. TRIA provides for two types of recoupment—
mandatory and discretionary—of the federal share of losses under the program.
Mandatory recoupment applies when industry losses fall below the aggregate
industry retention level. Under this recoupment, insurers are required to impose and
remit a premium surcharge on all policies over a specified period of time in TRIA-
eligible lines until total industry payments reach 140% of any mandatory
recoupment amount. Under discretionary recoupment, the Treasury may require

4.1t is likely that several factors caused reinsurers to be unwilling to provide coverage for
terrorist events at that time. Arguably, there was considerable uncertainty regarding what the risk
of further terrorist events would be after 9/11. Reinsurers were likely concerned about their
financial capacity to pay their share of terrorism losses going forward, as well as their ability to
accurately assess and price the risk of such events.

5. This amount will be the average of insurers’ deductibles over the last three years.

© 2020 National Association of Insurance Commissioners



Feasibility Questions About Government-Sponsored Insurance ... 5

insurers to impose and remit additional premium surcharges for amounts paid by it
for losses above the aggregate industry retention level.®

Pandemic Risk Insurance Act

The current draft of PRIA has a number of provisions similar to TRIA, but also
contains some important differences. Like TRIA, PRIA would be triggered by a
declaration by the federal government of a specific calamity. In this case, the
triggering event would be a “public health emergency” for an outbreak of an
infectious disease or pandemic for which an emergency is declared, on or after
Jan. 21, 2021, under the Public Health Service Act and that is certified by the
secretary of the U.S. Department of Health and Human Services (HHS) as a public
health emergency.

Insurers would be responsible for 5% of their direct premiums earned for
specified lines of business for the previous calendar year as a deductible.
Additionally, insurers would retain 5% of their losses above their deductibles. There
would be no payments to insurers until total industry losses exceed $250 million.
Total payments by the program would cease when aggregate insured losses exceed
$750 billion.

Interestingly, PRIA lacks specifics on the funding of the federal share of losses.
PRIA states that the federal reinsurance payments and administrative costs of the
program will be appropriated out of funds in the Treasury not otherwise
appropriated.” Hence, unlike TRIA, PRIA does not provide a post-event mechanism
to recover the reinsurance payments made and other costs of the program. Further,
PRIA does not provide a pre-event financing mechanism for the federal
government’s costs for reinsurance payments and administration using some form
of premiums charged by the Treasury. Hence, we presume that general revenues
(i.e., taxpayers) would fund the PRRP’s costs. Participating insurers would
determine their premium rates for the coverage they provide.?

Noting that this is a critique of a bill that may be amended, PRIA raises
anumber of questions and issues. We divide our concerns between two broad
categories.

6. This surcharge may not exceed 3% of applicable premiums in a given year.

7. We note that in a prior discussion draft of PRIA, the PRRP would rely on ex ante, rather
than ex post, financing. Specifically, the program would charge each participating insurer an annual
premium for the reinsurance coverage they receive. In that draft, the premium rates would be based
on the “actuarial cost” of the reinsurance provided including the program’s administrative costs as
determined by the secretary of the HHS.

8. The discussion draft states that insurers’ premium rates will not be subject to prior approval
by the states but presumably states could still regulate these rates if they chose to using a file-and-
use or a use-and-file system. This could lead to problems if some states do not allow insurers to
charge rates they deem necessary.

© 2020 National Association of Insurance Commissioners
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Insurance Contract Concerns

One category is insurance contract coverage concerns that go to what the
insurance covers. First, what would constitute a covered loss is ambiguous.’ If a
business could only file a claim for losses when forced to completely shut down,
this could be relatively straightforward for an insurer to determine. However, the
bill requires only a declaration of a public health emergency by the secretary of HHS
to trigger coverage, which is not the same as ordering businesses closed.
This matters because quarantines and stay-at-home orders are issued by states and
municipalities (Swendiman and Jones, 2009: 8-9). These two different
jurisdictional triggers need to be connected. Even using public health emergency
and state/local orders leaves a gap to the civil authority coverage in existing
Bl insurance because existing BI insurance requires damage to nearby property
which creates a dangerous condition or requires unimpeded access to that damaged
other property (typically within one mile of the damaged property but this distance
can be altered by endorsement), (ISO Form, CP 00 30 10 12). Individual policies
issued to policyholders may, of course, have different conditions for coverage.
Therefore, this proposed bill’s trigger of a public health emergency does not alone
or together with a stay-at-home order fit into, let alone initiate, civil authority
coverage under current BI insurance.

Second, the draft bill assumes a pandemic-caused loss is the same as the perils
covered by typical Bl insurance.!® That is not the case. There is no obvious reason
this new insurance could not create a specific pandemic (viral) cause of loss, subject
to their being an income loss, but the bill is ambiguous or misdirected in either
assuming or requiring that public health emergencies are part of, or should be part
of, all BI policies. A properly crafted bill would create a separate cause of loss for
pandemic-caused losses only, in line with terrorism as a separate cause of loss that
triggers coverage under TRIA-backed insurance policies.

Third, the draft bill assumes that BI insurance now covers payroll expenses,
thus providing income not only to the business for its own net profit but also the
income for the workers.!! That is not how BI insurance works. The choice to cover
payroll is entirely discretionary for a business when it purchases a BI insurance

9. In one section, it defines BI insurance as “commercial lines of property and casualty
insurance coverage provided or made available for losses resulting from periods of suspended
business operations, whether provided under broader coverage for property losses or separately.”
However, in another section, participating insurers would be required to “make available business
interruption insurance coverage for insured losses that does not differ materially from the terms,
amounts, and other coverage limitations applicable to losses arising from events other than public
health emergencies.”

10. “The term ‘insured loss’ means any loss resulting from a covered public health emergency
that is covered by primary or excess business interruption insurance issued by a participating
insurer ...”

11. “Make available business interruption insurance coverage for insured losses that does not
differ materially from the terms, conditions, amounts, limits, deductibles, or self-insured retentions
and other coverage grants, limitations, and exclusions applicable to losses arising from events other
than public health emergencies.”

© 2020 National Association of Insurance Commissioners
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policy (see, for example, Robinson, 2018).!? If the draft bill intends that pandemic-
caused losses provide income to workers, beyond income to management, then it
must specify this requirement. Otherwise, payroll expenses would not be covered,
and the resulting unemployed workers would be immediately bumped off
to apply for unemployment insurance. If the bill’s goal is (in part) to provide income
to workers, then it must correct this gaping misassumption about what
BI insurance covers.

A fourth issue goes to the “prohibition on duplicative compensation” in the bill,
that reduces the “Federal share of compensation for insured losses under the
Program ... by the amount of compensation provided by the Federal Government to
any person under any other Federal program for those insured losses.” This is
sensible. However, insureds will demand prompt payment by the insurers, and if the
insured business can later seek other federal compensation, the burden should be on
the federal government to offset that. This draft bill puts the burden on the insurers
to determine, in advance of any later federal payment scheme, to reduce the
Bl insured payment or else face non-reimbursement by the government.

Insurance Fundamentals

The second category of concerns is fundamental to what and how insurance
works. One issue in this category goes to the moral hazard of allowing insureds to
shutter their businesses without trying to minimize losses. The current pandemic
has resulted in some businesses providing alternative services, albeit reduced from
pre-pandemic levels. Some businesses have innovated to provide curbside pickup
and home delivery; before the pandemic these businesses were complaining about
internet businesses cutting into their operations (such as restaurant delivery and
grocery delivery businesses) (Yafee-Bellany, 2019; Keng, 2018). Having insurance
could reduce the incentives for a business to find ways to serve its customers that
would still be allowed. Further, if a business could file a claim for losses arising
from restrictions on its activities or for other losses that could be attributed to a

12. “If the policy includes a payroll limitation or exclusion endorsement, the amount of
payroll expense that is excluded from coverage should be deducted in determining the estimated
business income. The standard business income work sheet (CP 15 15) includes an entry for this
deduction, if it applies. Unendorsed, business income coverage forms provide coverage for all of
the insured’s payroll, to the extent that this expense is ‘necessary’ for the insured to resume
operations with the same level of service that existed before the damage. However, all or part of
the insured’s payroll can be either excluded from coverage altogether or covered for only a
specified number of days after the property damage loss (usually 90 or 120 days) by endorsement.”

“Traditionally, payroll limitation or exclusion endorsements have been used to exclude or limit
coverage for “ordinary payroll”—the payroll of those employees whose services would not be
needed during the shutdown and could be readily replaced afterward without any harm to the
insured’s operations. ... businesses with a relatively large unskilled labor force could save a
significant amount of premium without impairing the firm’s recovery by limiting or excluding
coverage for ordinary payroll.”

© 2020 National Association of Insurance Commissioners
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pandemic, then adjusting claims could be much more challenging and subject
to disputes.

A second issue goes to rate-setting and program funding. Lacking either a pre-
event or post-event financing mechanism, program costs would be funded by
taxpayers and not the businesses that would benefit from having coverage under the
program. Insureds would only pay for the portion of losses covered by participating
insurers. Hence, arguably, the PRRP would not be a true insurance program.
It would only be an insurance program in the sense that federal government would
promise to reimburse primary insurers for 95% of the payments they make to their
insureds above their deductibles.'* The bill specifies that funds are appropriated for
the payments that would be made to participating insurers, without any obvious
mechanism to accomplish this, nor does it specify that the entire amount of
payments made by the program are to be funded in the current year that the bill is
enacted and then held in a separate account at the Treasury, or in a separate
corporation for this insurance. In contrast, the federal crop insurance program has a
separate corporation, the Federal Crop Insurance Corporation (FCIC), established
for the management and dispersal of funds.

Nevertheless, the PRRP does include an element of cross-subsidization of all
insureds in the program, including subsidization by insureds for other
property/casualty lines, by setting the insurer’s deductible based on 5% of “the value
of the participating insurer’s direct earned premiums during the immediately
preceding calendar year,” where the bill defines “direct earned premium for property
and casualty insurance issued by any participating insurer for insurance against
losses occurring in the United States.”

If the draft bill were amended to provide pre-event financing through premiums
charged by the Treasury, it would be reasonable to expect that the Treasury and
private insurers would be subject to political pressure with respect to the rates they
charge. This has happened with the NFIP. Further, studies of state insurance rate
regulation indicate that some states have suppressed rates for certain types of
insurance (e.g., homeowners insurance in the states subject to hurricanes) for which
the cost of coverage is politically contentious (Born et al., 2018).

Additionally, previous studies on the frequency of pandemics shows that
predicting the frequency of such losses is nearly impossible. “Scholars tend to give
a fairly consistent estimated interval of 10-50 years between influenza pandemics.
This is a very broad window, suggesting that pandemics occur with an irregularity
that prevents accurate prediction of emergence” (Saunders-Hastings and Krewski,
2016)."* How an insurer could set aside capital for a loss possibly 50 years in the
future, without regulators and policyholders demanding this unused capital be

13. In essence, in this regard, the PRRP would function more like Medicaid that is effectively
a welfare program and not an insurance program.

14. See also Huynh, Bruh and Browne (2013) for a discussion of the irregularity of pandemics
that have occurred anywhere from two years to 56 years apart, and the range of morbidity and
mortality of particular pandemics.

© 2020 National Association of Insurance Commissioners
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employed to reduce more current rates for other lines, is a regulatory problem not
addressed in this bill.

A third issue arises with making participation by insurers voluntary. While this
spares insurers from participating in a program that they deem problematic, it raises
a question as to how many insurers would elect to participate.!> If few insurers
participate, then some (perhaps many) businesses may find it difficult to obtain
coverage. It is possible that less financially sound and responsible insurers may offer
this coverage but then some of these insurers may fail to meet their claims
obligations if a covered event occurs, unless these insurers bought sufficient
reinsurance for this specific exposure. State guaranty funds would then have to pay
for the insolvent admitted insurer’s covered losses.'® The reason that this could
occur is that insurers concerned about their financial risk may be less likely to
participate in the program because their retained losses could drive them into
insolvency. On the other hand, insurers that are less concerned about their financial
risk may be more willing to participate as they would be able to collect and retain
premiums until a pandemic occurs, which could take many years.!”-!3

A fourth issue arises with respect to how many firms would purchase this
coverage. As with terrorism insurance, a business would be able to choose whether
it buys PRRP-backed pandemic BI insurance or not and, presumably, the amount of
coverage it would buy based on the coinsurance provision that it selects.”
Firms’ appetite for BI pandemic coverage is a matter of speculation, but we can
consider how many firms currently purchase property BI coverage.

One study found that only 34% of small firms have BI insurance
(Insurance Journal, 2015). Another study looking at small and medium enterprises
that suffered damages due to Superstorm Sandy found 30% of the firms surveyed
had BI insurance and only 11.9% had flood insurance (Collier, et al., 2019), thus
showing that the lack of insurance for flood losses is separable from regular BI and

15. We can only speculate on how many insurers would choose to participate in the program.
This said, given strong industry opposition to PRIA and the analysis we provide below, it is
reasonable to anticipate that many insurers would decline to participate.

16. We note that PRIA would allow licensed, as well as nonadmitted, carriers to participate
in the program. Generally, licensed insurers are subject to relatively robust financial and market
conduct regulation by the states. This is not necessarily the case with nonadmitted insurers though
many of these carriers are financially sound and responsible, perhaps stronger than some admitted
insurers, and sometimes are owned by admitted insurer holding companies.

17. We saw this occur with insurers that wrote large amounts of property insurance in Florida
prior to the 20042005 storm seasons without adequate capital and reinsurance. Several of
these insurers became insolvent due to their losses from hurricanes in 2004 and 2005
(Grace and Klein, 2009).

18. It is also possible that insurers who underestimate the risk of BI pandemic losses would
be more likely to participate in the program.

19. Bl insurance has a coinsurance provision, which is the percentage of firm’s expenses and
net income that could be reimbursed if it is forced to shut down. Generally, the coinsurance
provision selected by a business will correspond to how long it would be expected to be shut down.
For example, a business that would want coverage for six months of lost income and expenses
would choose a coinsurance percentage of 50%. This percentage could be increased to cover higher
net income during peak or seasonal periods.

© 2020 National Association of Insurance Commissioners
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property insurance in place. This study also found that “younger and smaller firms
are less likely than older firms and larger firms to insure” (Collier, et al., 2019).
We presume a higher percentage of insurance is in place for larger firms, some of
which might have the coverage within captive insurers (Wilkinson, 2020).

Affordability is, of course, an issue, and spending money to protect against
remote events is a hard decision that businesses must always weigh with cost-benefit
and cost of capital concerns (see, for example, Ratliff, 2020). If covered businesses
would only be required to pay a small premium relative to the coverage they would
receive for pandemic coverage, then the take-up rate for this coverage could be
high.?° If the demand for BI pandemic insurance is high, this could cause concerns
among participating companies that would like to limit their risk.?!

On the other hand, if PRIA is amended to provide for pre-event financing
through premiums charged by the Treasury, the cost of these premiums could
discourage many businesses from purchasing the coverage. If the take-up rate
proved to be low, then the perceived benefits of the program would be reduced.
A low take-up rate would also raise issues concerning whether a business could still
obtain aid (outside the program) from the federal government for its pandemic-
related BI losses if it had not purchased insurance. Allowing businesses to obtain
such aid if they did not buy insurance would raise equity concerns, as well as reduce
firms’ incentives to purchase the coverage going forward. On the other hand,
denying aid to businesses that did not purchase insurance could lead to a political
firestorm.?? There is also the question of whether firms could purchase only
BI pandemic coverage, if available, versus adding pandemic coverage to a property
BI policy.

There are also issues as to how many insurers would be able to bear or feel
comfortable with the potential amount of losses they would retain under the
program. We performed an initial analysis of what participating insurers’
deductibles and pro rata shares of losses could be under different scenarios using
company data for 2019. More specifically, we estimated companies’ retained losses
(i.e., their deductibles and pro rata shares of losses above their deductibles) in
relation to their surplus. We used three different scenarios for industry losses:
$250 billion; $500 billion; and $750 billion. To determine a company’s pro rata
share of industry losses, we used its proportional share of the total direct premiums
earned for all companies included in our analysis. We employed two different panels
of companies for our estimations: 1) the 100 largest writers of the covered lines
under PRIA; and 2)the 100 largest writers of commercial multi-peril and
fire insurance.?

20. We note that the take-up rate among businesses for terrorism coverage is relatively high.

21. Under the current PRIA draft, it is unclear whether a participating insurer could limit the
number of policies it would write in order to limit its risk exposure.

22. These issues have arisen when the U.S. Congress has considered providing financial
assistance to individuals and firms following a flood.

23. We chose this second panel because BI coverage is most commonly offered in
commercial property and multi-peril policies. Hence, insurers that currently write these policies
might be more likely to offer BI pandemic coverage than other insurers, all other things equal.
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For the first panel of companies, in 2019, their combined direct premiums
earned (DPE) were $132.7 billion and their combined surplus was $271.3 billion.
Collectively, their deductibles as 5% of their DPE would be $6.6 billion.
To illustrate our calculations, consider the case of an insurer with DPE
of $800 million and $425 million in surplus, and total industry losses of
$500 billion. The industry’s retained losses above their deductibles would be 5% of
$500 billion minus $6.6 billion, or $24.7 billion. As this company’s share of all
insurers’ DPE would be 0.6%, it would be responsible for 0.6% of $24.7 billion
($148 million) and its deductible would be $40 million. Hence, its share of the
losses under its policies would be $40 million plus $148 million. The insurer’s
retained losses would be $188 million, which would represent 44.2% of its surplus.

We employed the same methodology for our analysis of the second panel
of companies. In 2019, the combined DPE for these companies for commercial
multi-peril and property insurance was $99.4 billion and the sum of their deductibles
was $4.9 billion.

The results of our analysis are shown in Table 1 and Table 2. Each table shows
the minimum, maximum, mean and median values, as well as the quintile breaks for
the three industry loss scenarios. As can be seen in Table 1 (the 100 largest writers
of covered lines), the potential surplus strain becomes a greater problem for more
companies as the industry losses get higher. For example, the median value
increases from 16.2% for industry losses of $250 billion to 37.6% for industry losses
of $750 billion. The fourth quintile break increases from 74.2% for industry losses
of $250 billion to 172.9% for industry losses of $750 billion. We see a similar
pattern in Table 2 (the 100 largest writers of commercial multi-peril and fire
insurance), with the difference being that the surplus strain would be greater for
more companies.

Our analysis indicates that even with a relatively low percentage deductible and
pro rata share, the potential losses for many companies relative to their surplus could
be problematic. If companies’ deductibles and pro rata shares were increased, even
more companies would face severe financial risk. We note that the actual losses for
any company could be significantly different (lower or higher) than what we have
calculated. Clearly, participating companies would face a great deal of uncertainty,
and it is uncertain as to whether the premiums they would be allowed to charge for
their share of the risk would be adequate.
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Statistics on Companies’ Retained Losses as a Percent of Surplus

Table 1

100 Largest Writers of PRIA Covered Lines

Total Industry Losses

Statistic 52508 55008 57508
Minimum 0.3% 0.5% 0.7%
Maximum 1817.9% 3026.4% 4234.9%
Mean 64.9% 108.1% 151.2%
Median 16.2% 26.9% 37.6%
ai 5.4% 8.9% 12.5%
Q2 11.4% 18.5% 25.9%
a3 26.0% 43.3% 60.5%
Q4 74.2% 123.5% 172.9%

Source: SNL Financial and authors’ calculations.

Table 2

Statistics on Companies’ Retained Losses as a Percent of Surplus
100 Largest Writers of Commercial Multi-Peril and Fire Insurance

Total Industry Losses

Statistic 52508 55008 57508
Minimum 0.5% 0.9% 1.3%
Maximum 3880.8% 7186.0% 10491.1%
Mean 84.0% 151.9% 219.7%
Median 18.7% 34.1% 48.1%
a1 5.1% 8.5% 12.0%
Qz2 11.1% 20.2% 29.3%
Q3 33.3% 60.2% 87.1%
Q4 74.0% 128.0% 181.9%

Source: SNL Financial and authors’ calculations.

Determining the provisions that would govern participating insurers’ share of
losses under this program presents a conundrum. If private insurers’ share of losses
would be small, this raises the question of what would be the point of having insurers
bear any risk, understanding that even low deductibles and pro rata shares may be
problematic for many companies. If the industry’s share of losses would be large,
then few (if any) responsible companies would likely want to participate. This leads
us to consider alternative frameworks based on the NFIP or the federal crop
insurance program.

There are further problems with claims handling due to the confusing
mechanisms described in the bill, as well as the financial management and solvency
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of the participating insurers due to unclear timing of such claims payments because
insurers might have to advance payments to insureds and await the Treasury’s
reimbursement, which is even more unreliable unless this program is prefunded. As
there are sufficient problems with the conception and design of this program, we
defer our concerns with these intertwined problems to our broader paper (Klein and
Weston, 2020).

Alternative Frameworks

We now consider alternative frameworks of BI pandemic insurance modeled
on the NFIP or the federal crop insurance program. Two of these alternative
frameworks would be similar to the NFIP in the sense that the federal government
would bear all of the risk and set the rates and terms of coverage. One such program
is the BCCP proposed by three major industry trade associations. We also consider
a program of our own design based on the NFIP. We will term such a program as
the “National Pandemic Risk Insurance Program” (NPRIP). Both programs would
have at least two important advantages over PRIA. Specifically, both the BCPP and
the NPRIP would not require private insurers to bear any risk. Additionally, both
programs would set the terms of and rates for coverage. Nonetheless, even these
alternative frameworks would face many challenges that could be difficult to
fully address.

Here it is helpful to review key elements of the BCPP. The principal goal of the
program is to help keep businesses afloat during a pandemic. In this sense, the
program would not work the same as BI insurance, which, among other things,
reimburses a business for lost profits. Under the BCPP, businesses could purchase
revenue replacement assistance for up to 80% of their payroll and other expenses.
Such protection must be purchased 90 days before the declaration of a public health
emergency by the president.?* The desired level of protection could be for up to
three months. Payroll coverage would exclude highly compensated employees,
employee benefits and operating expenses. The Federal Emergency Management
Agency (FEMA) would administer the program.

An important element of the BCPP is its use of the North American Industry
Classification System (NAICS) to determine whether a business would be eligible
for reimbursement and how much aid it would receive. Businesses in classifications
subject to full closure would receive 100% of the reimbursement specified in their
policies. Businesses in classifications subject to partial closure would receive
something less than 100% of the assistance specified in their policies.?
These percentages for partial assistance could be adjusted based on the specific
industry and how much it is restricted by government orders.

24. This provision is intended to mitigate adverse selection.
25. We note that PRIA does not specify whether it would provide coverage for only full
closures of business or would also provide coverage for partial closures.
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The NPRIP, as we conceive it, would differ from the BCPP in at least one
important respect. The NPRIP would reimburse a business for at least a portion
of lost profits due to a pandemic. Additionally, the NPRIP could cover a firm’s
losses for periods of longer than three months. This could make the NPRIP more
attractive to businesses, but it would also increase its costs that would necessitate
higher premiums. If such a program is proposed, we recommend that what would
trigger coverage would be clearly specified, as well as what losses would be eligible
for reimbursement.

Another approach would be to model a government BI pandemic insurance
program after the federal crop insurance program.?® We will call this approach the
National Pandemic Risk Reinsurance Program (NPRRP). As with federal flood
insurance, the government sets the rates and terms for crop insurance. The difference
is that the government acts as a reinsurer for private carriers participating in the
program, whereas with flood insurance, the NFIP bears risk at a primary level.
The minimum loss retentions for participating companies for crop insurance would
likely be problematic for BI pandemic insurance. However, this problem could be
addressed by allowing participating insurers to negotiate the amount of their
retentions with the government.?’” Some insurers could choose higher retention
levels than those provided by PRIA; the program administrator would need to ensure
that these insurers possess the financial capacity to cover their retained losses. The
other problems with a scheme similar to federal flood insurance would still apply to
a program modeled on crop insurance.

As with PRIA, an important issue for any program covering BI pandemic losses
is exactly what losses would be covered and how they would be determined.
A relatively narrow definition of “covered losses” would make claims adjustment
less difficult and would limit the scope of losses for which a program would be
responsible. This would also make estimation of the risk and pricing less
challenging. For example, BI pandemic losses could be those only arising from a
complete shutdown of business due to government orders and/or the need to
decontaminate the premises of a building. Even decontamination is a problem for
this because if decontamination is required repeatedly, then there are recurring
losses. We leave that problem to the side for now. If the definition of “covered
losses” is broader than this, then the problems discussed above become an issue.
In any legislation, the U.S. Congress must articulate its intent as to whether
Bl insurance for pandemics should protect businesses and their owners only,
without regard to employees, or include replacement wages for employees
consistent with the current Paycheck Protection Program.

We note that most insurance policies cover losses on an indemnity basis. This
means that an insured is only entitled to reimbursement for losses they actually incur
and not more. An alternative approach would be to use some form of “parametric”
method to determine what would be payable to an insured business. An example of

26. See Klein and Krohm (2009) and the Congressional Budget Office (2017) for reviews of
the federal crop insurance program.
27. This raises the question of whether participating insurers could choose to retain no losses.
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a parametric method would be the use of a simple formula to determine what an
insured business would receive. For example, if a certified public health emergency
occurs in designated areas, all insured businesses in these areas would receive a
payment equal to some percentage of their revenues or net income in the previous
year.?8 Parametric triggers could be employed for any of the programs discussed in
this paper.

This approach would make claims adjustment relatively straightforward and
reduce the likelihood of any disputes. The problem with this approach is that when
a pandemic occurs, some businesses would likely receive more than their actual
losses and other business would receive less than what they need.” Additionally,
with parametric coverage, there would be no assurance that any payments received
would, in fact, go to the employees and not be pocketed by a firm.

Even with a narrow definition of “covered losses” or a parametric approach for
determining the payments to insured businesses, developing accurate premium rates
for either program could be challenging for the reasons discussed in Klein and
Weston (2020). To summarize here, the challenge would lie less with modeling the
frequency of pandemic but more with its severity. Historically, there have been
a number of events involving contagious viruses that have varied widely in terms
of their scope.®® It is also likely that rate-setting would be politicized, as we have
seen with federal flood insurance. Program administrators would likely be pressured
by the U.S. Congress to charge lower rates than what would be adequate, noting that
what would constitute adequate rates would be difficult to determine
and contentious.

Assuming that its rates are adequate, it could take a number of years for the
programs to accumulate sufficient reserves to pay their claims. Clearly, this would
not be a problem if the next pandemic occurs many years from now. It would likely
be a problem if the next pandemic occurs within the next five to 10 years. Under
this scenario, the programs would likely need to borrow from the Treasury (as the
NFIP has done) to be able to meet all of their claims obligations. Loans from the
Treasury could be repaid from future premiums (possibly with the help of a premium
surcharge) but if a second pandemic occurs within a relatively short time, the
programs could be in debt until many years have passed without a pandemic.’!

28. In 2018, Marsh, Munich Re and Metabiota partnered to create PathogenRX that is an
insurance product designed to cover economic losses to a firm due to a pandemic that uses a
parametric approach. Information on this product is available at https://www.marsh.com/us
/campaigns/pathogenrx.html. We note that no businesses purchased this product, but the evidence
suggests that there has been increased interest in parametric business interruption insurance
(Banham, 2020).

29. We note that catastrophe bonds typically use parametric triggers (e.g., total industry
losses) or non-parametric triggers (e.g., the actual losses of the insurer issuing the bonds) or a
combination of both.

30. Looking forward, one factor that could affect the scope of a pandemic is the timing and
effectiveness of government public health measures at the federal, state and local levels.

31. One measure that could be used to at least partially address this problem would be
authorizing a program to purchase reinsurance and issue catastrophe bonds as the NFIP has done.
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Further, as with PRIA, there is the question of how many businesses would buy
coverage offered by these alternative programs. We would expect that the likelihood
that a business would purchase the coverage would depend on its owner’s perception
of their risk and the cost of coverage, among other factors.> One of these other
factors would be the business owner’s expectation that they could obtain
government aid for their pandemic-related losses in lieu of insurance. As with PRIA,
government aid for businesses that did not buy insurance offered by these alternative
programs raises equity issues and could affect the take-up rate for this coverage
going forward.?

Concluding Thoughts

To summarize, there would be many challenges to creating a viable and
efficient government insurance program for pandemic BI risk; Table 3 compares the
key features of each program discussed in this paper. Despite these challenges,
advocates of such a program might argue that it would still have several advantages
relative to the status quo. These advantages might include reducing the uncertainty
that many firms face with respect to pandemic-related losses, providing for greater
economic stability, and creating a mechanism for pre-event financing.

Table 3
Comparison of Key Features of Programs
Feature PRRF BCPP MPRIP NPRRP
Risk bearing by
i i ¥es Mo Mo ¥es
private insurers
Reinsurance
i ¥es Mo Mo ¥es
mechanisim
Fully funded by
i Mo Yes Yes Yes
premiums
Program sets
Mo ¥es ¥es ¥es
rates
Program sets all
Mo Yes Yes Yes
coverage terms

32. There is an extensive literature on the demand for insurance for catastrophic exposures
that indicates that information problems, perceptions, and decision biases cause many individuals
and firms to not buy insurance unless they are forced to. Kunreuther et al. (2019) contains several
chapters on behavioral factors that influence decision making under risk and uncertainty.

33. This issue has surfaced with respect to federal disaster assistance for individuals and firms
that do not have flood insurance.
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While we agree that planning for rare and extreme losses such as pandemics is
desirable, both as to public health responses and financial and fiscal impacts, our
concerns are that government insurance programs such as the one proposed in PRIA
would be difficult to administer, subject to political interference, raise equity issues,
and could obligate the government to making payments to businesses that would not
be adequately funded by its premium revenues and require loans from the Treasury,
among others. PRIA, in its current form, is especially problematic, as it neither
provides for pre-event or post-event funding by participating businesses and
incompletely addresses typical insurance coverage structures. It is understandable
that different stakeholders would weigh these pro and cons differently.

In the absence of a government program for insuring BI pandemic losses, where
does this leave us? Clearly, the ad hoc discretionary assistance provided to firms
and workers due to COVID-19 is unsatisfactory to many. One thing that could be
done to address the problems with the status quo would be legislation that would
establish a coherent, efficient and equitable framework for providing economic aid
to firms and workers in the event of a pandemic, drawing from lessons learned from
what has been done for COVID-19. Of course, relying on federal funds to finance
such a program raises issues with respect to fiscal policies that are beyond the scope
of this brief.
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