
 

Predicting the cost of disasters, and its increasing effect on the cost of insurance 
 
 

Insurance companies set prices to cover the things they know will happen with 
predictability (i.e. - fires, theft, slip and falls, etc) and also for things that will happen, but 
with less certainty as to when, where and to what degree (i.e. – hurricanes, earthquakes, 
etc.).  The former is a relatively easy mathematical exercise (don’t tell the actuaries), but 
the latter is actually very difficult and requires the use of highly sophisticated models with 
extensive scenario planning.  
Hurricane Katrina was a game changer in the world of catastrophe modeling.  It was a Category 3 storm, but with a 
Category 5 storm surge due to the tide and lunar cycle when she made landfall.  Everything lined up perfectly for this to 
happen, and it spelled “disaster of historic proportions.”  No one could have predicted it, because no one had ever modeled 
it, because it had never happened before.  That has just changed, and the implications are noteworthy. 

 
In a nutshell, the bottom line cost of catastrophe reinsurance (the insurance that insurance companies buy to protect 
themselves) is going up for virtually all insurance companies in the property insurance business.  It’s not a matter of if, but 
rather when and by how much. The price has two components (1) rate per unit of coverage and (2) the amount of 
coverage purchased (limits). For those that read up on these things, you may see what appears to be a contradiction … 
articles about reinsurance rates holding steady, in some cases even declining. Don’t be misled. That may be true for the 
rate, but it’s only one piece of a 3-part equation.               
 
These changes will cause modeled expected loss results to go up sharply for all property carriers. At the same time, the A. 
M. Best Company (The leader in independent insurance financial ratings) will be requiring carriers to buy catastrophe 
reinsurance at notably higher limits for the same 250 year event in order to maintain their financial rating. So, while the rate 
at a coverage unit level may be flat or down a bit, the catastrophe reinsurance limits that A.M. Best Company will require 
will increase well beyond what the actual rate level is. In a way, not unlike Katrina, a “perfect storm.”  
 
The model changes contemplate a greater increase in risk of hurricane damage for interior/inland regions, although coastal 
regions are still the most risky. There's additional good news for some coastal property owners; the new RMS model (Risk 
Management Solutions, one of the leading models used) show decreased average annual loss (AAL) estimates in some 
coastal areas. An AAL is an estimate of the amount of premium required to balance catastrophic risk over time. This is 
welcome news to risk managers in these areas, who are finally seeing the benefit of adherence to stringent building codes 
and mitigation investment; two primary components used in the development of catastrophe model results. 
 
"What we've really learned is that hurricanes weaken less rapidly than we thought," Claire Souch, Vice President of RMS, 
explained. In discussing inland regions, Souch said "Something else we've learned is the degree of vulnerability of older 
buildings to lower wind speeds. Our data shows increased failures of roofs at a much earlier time during the storm and at 
slower speeds." 
 
The effect on insurance marketplace 
 
Souch believes that changes reflected in the new model could start affecting the insurance marketplace this year. "You don't 
just 'switch on' a new CAT (catastrophe) model," she was quick to add. "People need time to understand the driving 
factors." She also reminded that the model is "just a tool." "It's up to insurance markets to ultimately decide what they do 
with it," she said. 
 
Others in the marketplace predict the model's effects on property insurance rates will not be seen for at least one year. 
Others believe this estimate too conservative, predicting (similar to Souch) that major changes in capacity and pricing could 
arrive much more quickly. 
 
The sense from brokers is that this model--coupled with the catastrophic damage still being assessed in Japan--could signal 
the end of the soft market conditions pervading the industry for the last several years. Many property brokers fear a hasty, 
knee-jerk reaction to the new model could result in decreased capacity and higher pricing across carrier portfolios in as little 
as a few months. Even those carriers that sit on the data for a while are likely to incorporate it over time, causing brokers to 
fear that the several years of flat and reduced pricing are coming to an end. 
 
On the other side, carriers point out that modeling is only viewed as a single component in terms of underwriting. However, 
there's no question that model data is used by reinsurers as a measure of capacity, as well as by rating agencies as a 
measure of solvency. 
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