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Overview

Your company will need at least 30% more money than its
insurance will pay if it suffers a large property loss.

A simple and cost-effective new type of insurance called
Transurance can be used to provide these funds, increase the
usefulness of your captive insurer, and help you maximize
the value of your insurance program.

Many of the world’s largest insurers are offering
Transurance and some of the world’s largest insureds have
made this coverage a standard part of their insurance
programs.

Call us if your broker is not helping you assess and manage
this risk. We can help you:

— Estimate your company’s Collateral Damages;

— Structure and place Transurance coverage; and

— Dramatically increase the value and performance of your
insurance program.

Traditional insurance is good, but it is never enough.
(U.S. Patent Application #10/647,078)
Copyright © 2010, Transurance Services, LLC.
TransuranceServices.com



Transurance

= Transurance is a new type of insurance that pays for
damages that are collateral to insured losses but which are
not paid for and cannot be covered by traditional insurance

— Collateral Damages are usually 30% to 50% of insurance
payments, but they are often much larger than this

— Transurance payout is a % of the referenced insurance
payment that is selected by the insured at the inception of the
policy

— Premium is the payout % times the referenced insurance
premium

— Collateral Damages do not need to be proved and the
proceeds may be used as policyholder desires

— Toan insurer, it has the same value as a quota-share
participation

— Toan insured, it has the same value as the insurance it
reference But it is much simpler than traditional insurance
because the heavy lifting has already been done

» There is no need to define everything that falls under
the umbrella of Collateral Damages

» There is no need to measure or prove Collateral
Damages

* “Proof” is showing that payment was made under the
referenced insurance policy

Traditional insurance is good, but it is never enough.
(U.S. Patent Application #10/647,078)
Copyright © 2010, Transurance Services, LLC
TransuranceServices.com
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Property Insurance for the 21* Century
By L. Ware Preston, 111

While companies have always created value by developing and fostering relationships,
their relationships are much more important and much more tenuous than ever before.
Businesses are linked in complex supply chains spanning the globe. Customers,
suppliers, employees, and investors have real time access to widespread information
giving them many choices which they can exercise with little notice. Transaction speed
is so valuable that computers are programmed to make decisions, immediately, without
any human interaction. The high level of financial and operating leverage, which fuels
the economy, is fantastically beneficial while it is working and devastatingly destructive
when something goes wrong.

For example, after a company suffers a fire at one of its major facilities, everyone
connected to it demands to know what happened and who is to blame. They want
assurance that the fire will not affect them and that it will not happen again. But the
problems leading to the fire and the required solutions are rarely obvious or simple, and
everyone attempts to manage their risk by reducing their exposure to the company.
Regulators show that they are vigilant by exerting greater scrutiny. They impose
penalties and new rules, costing the company additional time, money, and effort.
Customers look for other suppliers. Suppliers find other customers. Employees consider
other jobs. Capital suppliers and rating agencies get nervous, making new capital
expensive.

Restoring things to the way they were before the accident is no longer good enough.
Everyone wants something more, and they all want it at the same time, when the
company is least able to provide it. Maintaining good relationships is difficult enough
under normal circumstances, but now everyone wants TLC, and the company needs to
make things right or suffer a seriously diminished competitive position. What the
company needs is love and understanding, but what it gets are warnings and demands.

Significant amounts of money will be required to repair these relationships, but this
money will not come from traditional property insurance, which works by defining what
is covered and requires proof and measurement of the loss. Nevertheless, property
insurance can be supplemented with a new form of insurance called Transurance which
can help cover this “discretionary” portion of the loss. Transurance provides money that
can be used by the company in any way it desires to help maintain its business
relationships and keep its position in the supply chain.

Traditional insurance provides the funds necessary for the company to resume operations
and stay in the game. Transurance provides the funds the company will need to maintain

its competitive position during a period of adversity.

Ware Preston is a managing director at Transurance Services, LLC and may be
contacted at WP@ TransuranceServices.com
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What Every CFO Should Know About Large Property Claims
By William L. Myers, CPA, CMA

Even the most comprehensive insurance coverage does not pay for everything, and after a
large property loss, CFOs will need to work even harder than usual to ensure that the
claim settlement process is on track and that their companies will receive everything to
which they are entitled. Successful claim settlement takes place over an extended time-
frame and requires copious amounts of documentation, extensive claims expertise,
coordination, and leadership.

Picking the Right Team

Resolving a large property claim requires a great deal of time and involves many people.
Insurance companies have experienced teams ready to go, and you will need to act
quickly to level the playing field by assembling a claim team that can represent your
company’s interest. Usually you will need senior risk management, corporate financial,
location accounting, legal, and operations personnel on your team supplemented by your
insurance broker’s claims professionals and professional loss accounting consultants. To
function effectively, you will need to make sure that your team has a clear leader.

The insurance adjuster will play the leading role for the insurer and will be supported by
a variety of property loss experts such as engineers and accountants. The insurer’s
attorneys and other key decision makers will play a major role, but they are likely to
remain in the background. Although the adjuster will typically suggest that their
“independent” accountant can put the claim together for the insured, this is generally not
a good idea. The insured will be much better served if it has its own independent loss
accountant.

Communicating with the Press

While your company’s communications must strike the right balance between accurately
reporting the facts and unnecessarily upsetting customers and the financial community,
be aware that the insurance company’s claim team will be scrutinizing these
communications and may use them against you. If not handled well, corporate
communications can cause unnecessary difficulties. Statements like “all orders will be
delivered” may be interpreted as stating that no loss of sales will occur when in fact
orders have already dropped off.

Financial Reporting

Assuming the loss is material, there will be a variety of financial reporting issues to deal
with. While insurance usually acts to smooth earnings, it can sometimes increase income
volatility. Ifthe loss is reasonably estimable but the insurance recovery is not, a timing
issue will result. This is not usually a problem as it pertains to the physical damage
component of a claim, since it is much easier to estimate in an unbiased way. However,
timing differences may arise when a claim has relatively large business interruption and
extra expense coverage components, since there are often substantial disagreements about
what the insurer is obligated to pay under these coverage parts. Since the portion of the



insurance recovery that is in dispute will not be known until the claim is fully settled, it
may not show up as income until many accounting periods after the loss.

Securing Progress Payments

The adjuster will need a great deal of information soon after the loss so that he can set up
a loss reserve for the insurer. The faster you can provide the information he needs, the
easier it will be for him to recommend an advance payment. The insurer will make
partial payments, but only if it has the information it needs. Claim process timetables
should be used to keep the flow of information on track, help manage expectations, and
improve payment speed.

Controlling Documents

Good document control makes the claim process much more efficient. While most of the
documents and data needed by the insurer’s team will be identified during the claim
preparation process, other information requests will be presented to the insured as interim
claims are submitted. One of the most valuable claim resources within my company is
our MyClaim Web Portal. This system organizes document requests and responses in one
place giving concerned parties access to all the relevant information and eliminating the
hassle of determining what documents have or have not been provided.

Estimating Settlement Time

Assuming interim claims have been submitted throughout the loss period and there are no
show-stopping disputes, companies can expect a loss to settle two to three months after
the end of the length of the business interruption or the indemnity period.

William L. Myers, CPA, CMA is a co-founder of RWH Myers & Company LLC. He has
represented major corporations around the world in the analysis and presentation of
complex loss of earnings claims and is RWH Myers' key resource for complex loss
claims. Bill's contact information can be found at www.rwhmyers.com.




About Your Collateral Damages
By Bruce B. Thomas

Your risk manager just told you that if your company suffered an insured property loss it
would need much more money than its insurance would pay. She recommends that your
company consider purchasing a new form of insurance, called Transurance, which pays a
percentage of the amount paid by insurance as a way to deal with this shortfall. In
support of her assessment she shows you a new study by Transurance Services, LLC that
suggests that commercial insureds will need 30% to 50% more money than their
property insurance provides to deal with the consequences of a large loss.

Like most financial managers, you do not have much experience with large property losses
so your first response is to get additional information. Is she right? Perhaps the study is
flawed, maybe the risk manager misunderstands the study findings, or maybe it is incorrect
to take the findings and apply them to your company in particular. You have never heard
of Transurance, and wonder why you need a new form of insurance to deal with something
that you thought was already covered. Before doing anything, you need to know a lot
more.

Property Insurance Claim Study

The study' the risk manager is referring to is a survey of property insurance claim experts
designed to help illuminate what happens to companies when they suffer large insured
property losses. Participants in the survey had an average of 29 years of experience
settling property claims and included independent adjusters, accountants, claim experts at
insurance brokerages, attorneys, insurance company claims adjusters, and several
insurance company executives. Collectively, these claim experts had four hundred and
sixty-one years of experience and had resolved more than two thousand three hundred
large property claims.?

Among the study’s key findings are several issues of concern to executives and financial
managers.
e Insureds often believe their insurance covers more than it actual does.
e When companies experience a property loss, they typically have expenses and lost
earnings that cannot be covered by property insurance.
e After all the facts are known about a loss, there are still many reasons for claims to
be disputed.
o Settling large property claims is complicated, involves a lot of people, and is time
consuming.

' “Not Fully Paid: Property Claim Experts Speak out,” Transurance Services, January 2010, by Bruce B.
Thomas and L. Ware Preston, 11, details this study and is available for download at
http://transuranceservices.com/Articles.html.

? For the purposes of the study, large property claims were defined as those losses where the paid claim
amount was more than ten million dollars and included a business interruption component.

Copyright 2010, Transurance Services, LLC, All Rights Reserved
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o 29% of physical damage claims are not fully settled six months after the
property has been repaired or replaced.
o 39% of time-element claims are not fully settled six months after the period
of indemnity.
e Even after the claim has been whittled down to those amounts on which there is a
reasonable basis for thinking that coverage exists, property insurance typically pays
only 76% to 87% of the amount claimed.

Judgment and Experience Required

As the study makes clear, a great deal of judgment is involved in settling insurance claims.
Insurance policies do not say “you claim it, we pay it.” Instead, they are lengthy
documents that require a great deal of experience and expertise to understand. To be
covered by property insurance, losses must fit within the coverage definition of the
insurance policy, and the policyholder must be able to prove the extent of the loss. This
sounds much simpler and straightforward than it is.

With every large insurable loss there are numerous costs that are obviously not covered by
insurance. No one bothers to separate these items from other operating costs because there
is nothing that can be done about them. As a result, these costs are invisible to all but the
managers who are directly responsible for them.

Conversely, companies are very aware of the out-of-pocket expenses that are deemed to be
potentially covered by insurance because they are separately identified and tracked. During
claim preparation, a fair number of these expenses are typically excluded from the claim
because the experts involved cannot find any reasonable basis for claiming that they are
covered by the insurance policy. Of the loss amounts that are included in the insurance
claim, a fair number are still disputed by the insurance company. Either the insurer
disputes that the item is covered, contends that only a portion of the item is covered, or
challenges the amount of the item as being unreasonable.

Expect Recovery Shortfalls

According to property claim experts in the study, insureds should expect insurance to pay
only 76% to 87% of the final amount that they claim. Adding expenses and damages for
things that are not claimed because they are clearly not covered by insurance, insureds
should expect that property insurance will pay for only 65% to 75% of the total economic
damages resulting from insured property loss events. This implies that insureds will need
other funds, equal to at least 30% of the property insurance payment, to fund the portion of
the loss that cannot be covered by property insurance.

With a better understanding of the issues involved, you realize that what the company’s
risk manager is saying is true. Although property losses are rare events and nobody ever
wants to admit that something really bad could happen to them or their company, it is your
job as a financial manager to examine potential problems and find solutions before they
manifest.
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You think about the impact of retaining these uninsured collateral losses on your company.
The company’s premium for its property insurance policy is $1 million, the policy limit is a
$100 million, and it has a $100 thousand deductible. The company is well prepared to pay
for its deductible. In fact, it could handle several times that amount without difficulty, but
after that, the company would need additional financing.

Securing the last round of debt financing was not easy, and you hate to think how much
more difficult it would be if you had to try and raise even more money in this economic
environment while facing significant operating issues. Debt covenants would be breached,
debt holders would want additional assurances and security, and dividend payments would
be restricted.

If the company suffered a loss that resulted in total economic damages of $25 million, it
would only receive an insurance payment in the range of $16 to $19 million. This would
result in $6 million to $9 million of collateral retained losses for which the company would
have to find additional financing. A much smaller loss event, such as $5 million would
result in a smaller amount of collateral retained loss, but it would still be a significant
problem. Even $1 million of collateral retained losses is far more than anybody had
contemplated, and self-funding this amount would be very disruptive.

Implications for ERM

The company has never experienced big losses such as these before, and you would like to
imagine that with all of the safety measures you have in place they could never happen.
But large losses do happen, and they happen even in companies with top-notch loss
prevention programs. The fact is that bad things do happen to good companies. If such
losses were impossible, the company would not buy insurance at all.

You think back to the previous summer when the ERM experts were in your offices
helping the executive team identify and assess the company’s important risk issues. It
occurs to you that they never mentioned the existence or the magnitude of collateral
retained losses. No, in fact, they dismissed all the insurable events from consideration by
saying that they were already covered by insurance. They were affiliated with your
insurance broker, and it concerns you that they did not identify or quantify the one risk that
they were uniquely qualified to know about.

You start thinking about the loss prevention initiatives that the risk manager suggests at the
beginning of every budget cycle. They were never deemed to be a good use of the
company’s resources before, but maybe its time to take another look. Including the impact
of collateral retained losses in the cost-benefit analysis might change the outcome of this
analysis.

Given the magnitude of collateral retained losses and the fact that they occur in
conjunction with every insured property loss, your company needs to proactively address
this issue. Ignoring these losses in favor of an ad hoc approach after a loss occurs is
imprudent and makes a mockery of the very principles of risk management that your
company has adopted. Something must be done to fund these losses, but what?
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Financing Collateral Retained Losses

While traditional property insurance is incredibly valuable and is many times cheaper than
holding extra capital, it does not work well for covering damages that are hard to define
and measure, or that require the exercise of judgment. Given these limitations, it is
understandable that property insurance, by itself, will not suffice to make an insured
financially or operationally whole after a loss.

Your company could change the payout parameters of its insurance policy by lowering its
deductible or by increasing the limits of its insurance, but neither of these actions will
reduce the recovery shortfall in question. Neither of these actions helps to define, prove, or
measure losses that will otherwise remain uninsurable.

Similarly, it does no good to go back to your insurance broker and ask them to define all of
the things that cannot be defined or to get rid of the judgment that will be required to settle
potential insurance claims. The risk manager is working with one of the world’s largest
insurance brokers, and the broker says that she has done everything she can to ensure that
your policy is state of the art.

This is not a performance issue so it is useless to say that the company will just ask for
more money from its insurer, that it will fight harder to get a larger claim payout, or that it
will sue the broker for non-performance, because none of these things solve this problem.
Collateral retained losses will exist even if the insurance policy performs exactly as it was
intended. The experts in the study were recounting their own experiences fighting to get
the highest claim payments, and they still ended up with a significant shortfall in
comparison with their clients’ true economic needs.

In theory, your company could change its capital structure by increasing debt and equity so
as to have more cash on hand to fund these losses. In practice, this would not make much
sense because self-funding highly infrequent losses by setting aside large amounts of cash
is very expensive and does not sit well with shareholders.

It would be so much easier and more financially efficient if you could just buy more
insurance for this risk. The risk manager did say that there was a new form of insurance
called Transurance available. With a solid understanding of the problem, it seems like an
opportune time to evaluate the solution that she is proposing.

Transurance

Transurance is a supplemental insurance coverage that pays a percentage of the loss paid
by a referenced insurance policy. It is a means of super-sizing an insurance recovery to
help pay for the additional loss costs that cannot be covered by traditional insurance. For
example, a Property Transurance policy pays X% of whatever amount is paid by the
property insurance policy in return for X% more premium.
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This seems pretty straightforward. If the company wants an insurance payment that is 30%
larger than the property insurance payment, it simply buys a 30% Transurance policy. In
return for getting 30% more insurance payment, the company will have to pay 30% more
premium or $300 thousand.

Unlike traditional property insurance, the insured does not have to prove the damages it has
sustained, and there are no restrictions on how the proceeds can be used. To receive a
Transurance policy payment, the insured simply has to prove that it received a payment
under the referenced insurance, and then it can use the Transurance payment for anything.

Given that the Transurance premiums cost the same amount as the property insurance that
it references for a given amount of payout, it is clear that the Transurance policy has the
same value as the traditional insurance policy. There are only two reasons why it would
not make sense for the company to buy a Transurance policy: either its traditional
insurance policy has no economic value or the company simply does not have enough cash
to pay the additional premiums.

The first reason for not buying Transurance is illogical since your company would not
purchase property insurance if it did not have any value. In fact, your company’s property
insurance has tremendous value since it is many times cheaper than maintaining extra
amounts of cash to pay for large and highly infrequent loss events.

The second reason for not buying Transurance is only logical in the short-run, and it is
analogous to deferring an oil change. While staying uninsured for these additional
damages, is not a good decision per se, it may make sense under extreme conditions where
the company simply does not have the financial resources at the moment to pay for it.

Buying a 30% Transurance policy would fund your company’s collateral retained losses,
but it would also largely deplete the company’s cash reserves, causing other problems.
Nevertheless, a 20% Transurance policy would fund the majority of the collateral retained
losses and still leave the company with a sufficient liquidity cushion should there be any
unforeseen short-term need for cash. The company can increase its Transurance purchase
over time, as its finances improve.

Bruce Thomas is a managing director at Transurance Services, LLC and may be contacted
at BT(@TransuranceServices.com Transurance is available from different insurers under
various trade names, and risk managers should contact their broker to find out more about
purchasing Transurance. More information about Transurance may be found by at
www. TransuranceServices.com
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Insuring Collateral Retained Losses
By L. Ware Preston, I1I and Bruce B. Thomas

According to the property claim experts, insureds should expect insurance to pay only 76%
to 87% of the final amount that they claim." Adding expenses and damages for things that
are not claimed because they are clearly not covered by insurance, it is reasonable to expect
that property insurance pays for only 65% to 75% of the total economic damages that
insureds face from property loss events. This implies that insureds should expect a recovery
shortfall that will amount to 30% to 50% of the property insurance payment. This is a large
amount of money that insureds cannot reasonably ignore.

This shortfall is collateral to every insured property loss, no matter how broadly the policy is
worded and no matter how skillfully the claim is handled. For example, if an insured collects
$5 million from insurance, it should expect an uninsured loss (not including deductibles) in
the range of $1.5 to $2.5 million. If the insured collects $10 million, it should expect an
uninsured loss in the range of $3 to $5 million. For purposes of this article we refer to these
uninsured losses as collateral retained losses.

For most insureds, collateral retained losses associated with a large property loss will be
many multiples of the deductible. This is a material loss that they have not yet factored into
their risk financing program. Given the magnitude of collateral retained losses and the fact
that they occur in conjunction with every insured property loss, corporations must take a
more proactive approach to this issue if they want their risk management practices to be
taken seriously. Ignoring collateral retained losses in favor of an ad hoc approach after a
loss occurs is imprudent and makes a mockery of the very principles of risk management.
But what realistically can a company do?

While traditional property insurance is incredibly valuable and is many times cheaper than
holding extra capital, it does not work well for covering damages that are hard to define and
measure, or that require the insured to exercise judgment about mitigating the effects of the
loss. One cannot insure collateral retained losses by eliminating deductibles and increasing
insurable limits or by incorporating additional policy wording that requires even more
judgment. Given these limitations, it is understandable that property insurance, by itself,
will not suffice to make an insured financially or operationally whole after a loss.

In terms of planning a financial response to this risk, there are only two options. One can
explicitly self insure collateral retained losses by setting aside funds, or one can purchase
insurance for these losses.

! A survey of property claim experts conducted in December of 2009 revealed that on average insureds
were paid only 76% to 87% of the final amounts that they claimed. Many damages that the insureds
suffered were not claimed because the insureds had no reasonable basis for including them in their
insurance claims. The survey findings are written up in the article entitled Not Fully Paid: Property Claim
Experts Speak Out, which is available for download at TransuranceServices.com.
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In theory, one might change the firm’s capital structure by increasing debt and equity so as to
have more cash on hand to fund these losses. In practice, this rarely makes sense. Self-
funding highly infrequent losses is expensive and shareholders do not like companies
retaining large amounts of seemingly idle cash. Thus, the economically preferable solution is
to insure collateral retained losses. But how does a company insure losses that traditional
insurance cannot cover? How does one insure losses that are difficult to contemplate,
difficult to quantify, and subject to discretion?

If collateral retained losses will be at least 30% of whatever is paid by the property
insurance, why not buy a supplemental insurance policy that pays 30% of the amount paid by
property insurance and rely on the insured’s capital structure for the balance of any additional
funding that is necessary? This would be much more financially efficient than holding
capital for the entirety of this risk.

Assuming that this supplementary insurance coverage cost the same as the property insurance
it references, there are only two valid reasons for not buying it: either the traditional property
insurance has no value or the supplemental coverage does not exist. Fortunately, neither of
these reasons is valid. Companies purchase property insurance because it has tremendous
value, and there is no question that insurance is much more preferable than maintaining extra
amounts of cash to pay for large, unexpected, and highly infrequent loss events. Also, this
form of supplemental insurance does exist. It is called Transurance.

Transurance pays a percentage of the loss paid by the property insurance. For example, a
30% property Transurance policy cost 30% of the cost of the property insurance and pays
30% of whatever amount is paid by the property insurance. Unlike traditional property
insurance, the insured does not have to prove the collateral damages it sustained, and there
are no restrictions on how the proceeds can be used. To receive a Transurance policy
payment, the insured simply has to prove that it received payment under the referenced
insurance, and it can use the Transurance payment for anything.

Transurance referencing property insurance is available under various trade names from
several insurers and many other insurers have indicated an interest in offering this coverage.
Risk Managers should contact their broker to find out more about Transurance, or contact
Ware Preston at 203.356.1583 WP@TransuranceServices.com or Bruce Thomas at
203.445.0830 BT@TransuranceServices.com. More information about Transurance is
available at www.TransuranceServices.com.
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Not Fully Paid:

Property Claim Experts Speak Out
By Bruce B. Thomas and L. Ware Preston, 111

Very little information about the process of settling large property insurance claims is
captured or disseminated. While this is partly due to the infrequent nature of large losses,
it is primarily the result of a claim settlement process that is highly confidential and is
limited to a small cadre of experts who are directly involved in the claim process.

For most risk managers, resolving a large property insurance claim is often a first time
experience where lessons are learned the hard way. A better understanding of property
claim practices would help improve risk management practices.

To gain insight into the claim settlement process, we surveyed sixteen claim experts
about their experiences working on behalf of insureds and insurers to settle large property
claims. For the purposes of our investigation, we defined large property claims as those
where the paid claim amount was more than ten million dollars and included a business
interruption component.

We surveyed independent adjusters, accountants, claim experts at insurance brokerages,
attorneys who specialize in property insurance claims, former insurance company claims
adjusters, and several insurance company executives. Collectively, these claim experts
had more than four hundred years of experience and had resolved more than two
thousand large property claims.'

Key Findings

Resolving large property claims has become more difficult over the last 20 years.
Large property claims involve many people and a lengthy process.

There are many reasons for claim disputes, even after all the facts are known.
Insureds often experience expenses and lost earnings that are not covered by
property insurance.

Insureds often believe their insurance covers more than it does.

Property insurance usually pays 76% to 87% of the amount claimed.

VV VVVY

! We are very appreciative of the time these professionals spent answering our questions and their
willingness to share their experiences and knowledge with us. In return for their help, we pledged that we
would not release their individual responses or any information that would enable third parties to determine
who the respondents were or for which companies they worked.
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Survey Results by Question

Settling claims has become ...?

How many of the physical damage claims are fully settled:
Before Property is repaired or replaced?

1 - 6 months after property is repaired or replaced?

7 -12 months after property is repaired or replaced?

More than 1 year after property is repaired or replaced?

How many of the time/element claims are fully settled:
Before the end of the period of liability?

1 - 6 months after the period of liability?

7 - 12 months after the period of liability?

More than 1 year after the period of liability?

The insured experienced losses that were not covered by insurance.

The insured thought they had more coverage than they really had.

Insurers disputed physical damage claims because:
There were upgrades to improve functionality.

The insured used internal labor to make repairs.
Internal overhead was applied to labor.

The insured overpaid for repairs.

There were gaps in coverage.

There were differences in judgment about coverage.

Insurers disputed business interruption claims because:
It was unclear if there was a loss of earnings.

The length of the interruption period was unclear.

They disagreed about the quantification of the loss.

Insurers disputed extra expense claims because:
Of interest expense on borrowed money.

They disagreed about the quantification of the loss.
They disagreed about what was covered.

What percentage of the physical damage claimed amount was paid?

What percentage of the business interruption claimed amount was paid?

What percentage of the extra expense claimed amount was paid?

What types of the insured's employees were actively involved in the claim?

Risk management

Operational management
Accounting/financial management
In-house counsel

Executive management

What types of outside professionals were hired by the insured?
Accounting experts

Investigators, engineers, forensics experts

Outside counsel

Environmental monitoring/ consulting experts

Copyright 2010, Transurance Services, LLC, All Rights Reserved
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More
Difficult

34%

37%

21%
8%
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25%
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Often
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Often

Sometimes
Sometimes
Often

Sometimes
Sometimes
Sometimes

87%
76%
82%

Always
Often
Often

Sometimes
Sometimes

Often
Often
Sometimes
Sometimes



Difficulty of Claim Settlement

Most survey participants said that the difficulty level of settling large property claims had
increased. Some participants said that claim settlement had stayed more or less the same.
Only one said that it had gotten easier. The respondents who said they felt claim
settlement had become more difficult offered the following reasons.

= Insurance companies do not offer as much training to claims adjusters as they
used to, and compensation has not kept pace with other functional areas leading to
fewer employees who stay long enough to gain extensive experience and
judgment.

* (laims adjusters within insurers do not have as much settlement authority as they
used to have.

= Insurance companies rely more heavily on statistics, computer models, and
settlement committees than on individual judgment and experience.

= Competitive pressures and lower interest rates have forced insurers to be more
hard-nosed about paying large claims.

= More insurance companies participate on large property programs now, and each
has a seat at the settlement table.

= With more insurance companies and more outside experts being relied upon by
insurers and insureds, there are more parties involved in resolving large claims
than ever before.

Time to Settle

Although most claims settle within a reasonable amount of time, the claim experts we
surveyed indicated that it is not infrequent for property claims to take significantly
longer. 29% of physical damage claims were not fully settled within six months of the
property being repaired or replaced, and approximately one in ten physical damage
claims took more than a year after the property was repaired or replaced to settle.

Time/element claims were even more difficult to resolve. According to the survey
respondents, 39% of these claims had not been resolved within six months of the end of
the period of liability and 14% of these claims were still unresolved one year after the end
of the period of liability.

Insured Expectations/Uninsured Damages

Survey respondents explained that there are all sorts of reasons why some portion of
damages from property losses are not covered at all or are only partially covered by
property insurance and that this is a routine occurrence. They said that insureds often
think they have more insurance coverage than they actually have. If insureds think their
policies “cover everything” then they are bound to be disappointed by the extent of their
actual coverage after they have experienced a large property loss.

The claim experts surveyed also noted that the insureds’ expectations about the extent of
their insurance coverage diminished significantly during the course of claim settlement.
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They said that in addition to using their expertise and judgment to resolve claims, their
roles also involved managing the insured’s expectations.

What to Leave In, What to Leave Out

Survey participants said that the amount claimed depended on who filed the claim and
how much expertise they had. Unassisted, insureds tended to claim many items that were
not covered by insurance, while those with more experience were quick to filter out those
expense items and whittle the claim down to amounts where there was a reasonable basis
of insurance coverage.

Even after the insured and the insurer(s) were in agreement about all of the facts
pertaining to the damages sustained, a significant amount of knowledge and expertise
was required to determine what damages were covered and the extent of that coverage.
This observation was as pertinent for the physical damage portion of claims, as it was for
business interruption, and extra expense components.

With physical damage, judgments must be made about the extent of the damage,
necessary repairs, and functional upgrades as well as the meaning of the coverage terms
in the policy. With extra expense, judgment was required to understand “normal”
expenses as well as the meaning of the policy wording. The business interruption
component of large property claims was said to require greater experience and knowledge
given that one can never substantiate actual damages. Assuming that there is agreement
that there was a period of business interruption, companies often disagree over how the
business would have performed if there had been no loss event.

Although this survey pertained to large claims, a number of the survey participants
pointed out that similar amounts of judgment were required to settle smaller claims, too.

Extent of Human Resources Involved

Although survey respondents said it was common for many people working inside and
outside of the insured company to assist in claim settlement, they indicated that this had
as much to do with the size and complexity of the claim as it did the size of the insured
company. Smaller insureds would be unlikely to have experienced risk managers, and
ten million dollars might be large enough to warrant the active involvement of executive
management. For the largest companies, the loss would need to be much greater to
warrant that level of executive management attention.

Not Fully Paid

According to the claim experts we surveyed, the average amount paid in relation to the
final amount claimed was 87% for physical damage, 76% for business interruption and
82% for extra expense coverage. However, many of them said that these percentages
were substantially lower if one used the initial claimed amount rather than the final
claimed amount. The consensus was that the total economic damages from a large
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property loss go well beyond what is covered by traditional property insurance and that
the difference between the final amount claimed and the amount paid was just the tip of
the iceberg.

In addition to the amounts retained by the insured in the form of deductibles, amounts in
excess of sublimits and policy limits, and co-insurance penalties, there were many other
damages that insureds documented but did not ultimately claim. Organizations also
sustained economic damages that could not be documented but which show up over time
in the form of lost revenues or higher expenses. The use of management time or outside
experts to remediate damages and settle claims is an obvious example of this type of
damage.

Implications for Risk Management

The survey responses indicate that property insurance typically pays for 76% to 87% of
the final amounts claimed and that there are large damages sustained by the insured in
addition to this differential that are not covered. Given the significant amounts of
damage that are not claimed, it is reasonable to infer that property insurance usually
covers only 65% to 75% of the total economic damages associated with these events.
This implies that most insureds will sustain significant financial damages for which they
are not prepared.

If the objective of risk management is to plan for unusual events that may cause
substantial harm, then the results of this survey indicate that it is no longer enough to buy
property insurance and hope for the best. Evaluating the claim assistance that insurance
brokers can provide to resolve large property claims is a good start, but risk managers
should also consider if other experts may be needed.

Most importantly, risk managers would be remiss in their duties if they did not ensure
that they have the financial resources necessary to remediate damages in full. Risk
managers must consider how they will finance all the collateral damages that are not
covered by traditional property insurance.

Transurance Services, LLC is dedicated to the commercialization of Transurance, a
simple and practical means of insuring damages that are collateral to insured losses but
which are not paid for and cannot be covered by traditional insurance. Its founders
created Transurance to solve this systemic risk issue, and they have filed patent
applications on the business methods that enable Transurance.

Contact us:
Ware Preston at 203-356-1583 or WP@ TransuranceServices.com
Bruce Thomas at 203-445-0830 or BT(@TransuranceServices.com
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What are Collateral Damages?
By Bruce B. Thomas and L. Ware Preston, 111

Managers who have experienced a property loss know they need at least 20% more money than
they will be paid by their traditional property insurance. Consider the following types of damages
that routinely occur in conjunction with insured property losses but which are not paid by
traditional property insurance.

e Deductibles
Deductibles are much more financially painful after a loss. CAT deductibles and
business interruption deductibles are often substantial.

e Losses in excess of sub limits or policy limit
While one’s policy limit may stand-out like a bright red line, it is easy to forget all of the
other limitations specified by an insurance policy. For example, one may have some
coverage for claim adjustment expenses, but for larger claims, the coverage is rarely
sufficient.

e Policy exclusions
Even when properties are covered against a specified peril, insurance policies have many
other types of exclusions that prevent a full reimbursement for losses that the insured
sustains.

o Interest cost required to finance a loss until the insurance payment is received
Large losses are typically complicated and take many months, even years, to resolve. In
the mean time, the insured must finance all of the cost associated with the loss. This cost
is not reimbursed.

¢ Amounts claimed but not paid by insurers
Large losses involve many people with different areas of expertise who are each applying
their knowledge and best practices to the situation. The discretion they employ and the
judgments they make are often second-guessed by claim adjusters working for insurers.
Typically, claims made are 20% higher than the amounts for which the claims settle.

e Ongoing lost revenue
Companies are often frustrated with business interruption coverage because these losses
are difficult to prove and the coverage is determined off of an historical base. Also,
companies may lose revenues without ever suffering a qualifying business interruption
event. For example, several trucks filled with cosmetics were stolen en route to retailers
during the holiday season. The company was reimbursed for the cost of the lost
merchandise but not for their advertising expenses or for the lost sales that resulted.

e Improvements, betterments, or rebuilding to a different standard
After a loss, companies typically want to rebuild to the current standard or to a future
standard, but the upgraded equipment exceeds the replacement cost provisions of their
property insurance policy. There may also be financial penalties for not rebuilding or not
rebuilding at the same location.
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e Community impact costs
Companies must take care to maintain their relations with the communities around them.
Actions must be taken for the sake of reassuring the community, even when it is obvious
to insiders that there is no impact.

o A fire at a manufacturing plant caused fears that ground water and air may have
been contaminated. The company was confident that there was no contamination
but hired a firm to test air and water samples to help reassure local officials and
the community at large.

o Historic buildings may have to pay large one-time assessments or incur other
community fees and costs if they choose not to rebuild with the same materials or
seek a different design.

e Management and employee impact costs
Recovering from a substantial loss takes a toll on everyone affected by it and companies
find it is in their interest to provide extra benefits and services to employees who must
work substantial overtime to maintain and restore operations.

o After hurricane Katrina, a large telecommunications company found it needed to
set up tent cities for the families of its employees and provide free shelter, food,
and healthcare, so that its employees could focus their attention on restoring the
company’s operations.

e Impact on customers and suppliers
To maintain relations with their customers and suppliers after a large loss, companies
often find that they need to make business arrangements that they would normally
consider sub-optimal. In effect, the party that has suffered the loss finds it has the added
burden of making its business counterparties whole.

o A university found that it needed to provide extra services and benefits to student
residents after a dormitory fire.

o After a tornado destroyed a plant where a manufacturer had concentrated the
production of a key component, it had to reveal trade secrets and enter into a
long-term relationship with a new and unproven supplier at a higher per-unit cost
so that it continue to supply product to its customers.

e Fixing or improving risk management
Good risk management entails determining how a loss occurred and ensuring that
procedures are implemented to ensure that similar losses do not happen again.
o A storage company suffered a fire of suspicious origin at one of its warehouses.
Its customers demanded that it increase security at all of its facilities, but its
insurers were only willing to pay for increased security at the affected facility.
o After a fire, a company learned of a design flaw in the construction of one of its
components. Given that all of its locations were built to the same standard, it
needed to make improvements at each location.
o An oil refinery needed to undertake a long-term, independent investigation into
its safety practices after an explosion killed several employees and destroyed its
facility.

Although the types of Collateral Damage will vary from claim to claim, one can be confident that

the amount of Collateral Damage will be at least 20% of whatever is recovered from their
property insurance.

Copyright Transurance Services, LLC 2009, All Rights Reserved 2



Transurance helps companies
protect themselves from
losses that aren’t covered by
their traditional property and

casualty insurance policies.

Risk Management

By BRuceE B. THoMAS, CMA,
CFM, CPA, AND

L. WARE PRrRESTON, III

AFTER A LONG SERIES OF HIGH-PROFILE DEBACLES,
companies are finally beginning to practice what the Boy
Scouts preach—“Be Prepared.” Whether they describe
them as disaster recovery or business continuity plans,
most businesses now have organizational and operational
initiatives designed to mitigate damage from adverse
events and resume operations with minimal disruption.
But how will they finance the implementation of these
plans? A new insurance product called Transurance helps
companies pay for business continuity expenses that are
collateral to insured property and casualty losses but

aren’t covered by those policies.
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KEEP THE BUSINESS GOING

Because they work in such an increasingly connected
and leveraged world, business managers must contem-
plate how various events might affect their company
and its stakeholders, which include customers, employ-
ees, suppliers, capital providers, and regulators. The
purpose of thinking through a variety of scenarios isn’t
to imagine everything that might go wrong but to eval-
uate how the firm’s human, physical, and financial
resources could be deployed most efficiently to deal
with some major setback.

In addition to the immediate acts of restoring plant
and equipment and resuming operations, managers must
confront the long-term effects and indirect implications
of any event. Large losses often force companies to
rethink and redesign their businesses. Managers may real-
ize that they need to change hiring practices, safety pro-
grams, inventory control protocols, distribution systems,
how they relate to customers and regulators, and their
organizational and financial structures. A complete busi-
ness continuity plan must envision both operational and
strategic changes and the steps that may be required to
restore the company’s reputation. It also must contain a
financial component because costs to restore operations
and continue the business may be considerable.

If the event that triggers activation of the business con-
tinuity plan is uninsurable—for example, a botched con-
version to a new computer system—then the company
has no choice but to rely on its own capital structure for
financing. On the other hand, if the event is covered by
property or casualty insurance, as in the case of a fire,
then some or all of these costs can be covered by

Transurance.

Figure 1: COLLATERAL LOSSES

INSURABLE COLLATERAL
LOSSES are those losses that
can be defined, proved, mea-
sured, and priced but are not
paid for by insurance. They
include deductibles, coinsur-
ance, losses in excess of insured
limits, and losses that are dis-
puted and not reimbursed.
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HOW TRANSURANCE WORKS

To Transure collateral losses, a company must create a
relationship between the amount of collateral losses and
the size of the insurance recovery it is likely to receive. For
example, if a company believes it will have uninsurable
collateral losses equal to 20% of the amount it recovers
from its insurance policy, it can purchase a Transurance
policy that pays 20% of the amount that its insurance pol-
icy pays to create a budget for collateral losses.

Transurance enables the insured and the insurer to
agree in advance how large the collateral losses will be in
relation to the amount of the proceeds from an underly-
ing property or casualty policy. By predefining this rela-
tionship, business continuity costs that are coincident to
insured losses but aren’t covered by traditional insurance
because they are too difficult to define or substantiate can
now be insured.

COLLATERAL LOSSES

As shown in Figure 1, there are essentially two types of
losses that are collateral to insured events. The areas
shown in yellow are technically insurable and include the
deductible, amounts in excess of a policy’s limit, and any
disputed amounts. These amounts could have been
insured, but the parties chose not to, or, in the case of
disputed amounts, the parties found that they didn’t
agree on the extent of the policy’s coverage after a loss
had occurred.

For business interruption and extra-expense coverages,
the actual amount of loss is often unknowable. As a
result, substantiating these losses involves a great deal of
judgment and discretion, which makes claim settlement
contentious. Neither party is very happy with the out-
come. The insurer feels it paid too much, and the insured
feels it wasn’t paid nearly enough.

There are also many
types of lost revenue

UNINSURABLE COLLATERAL and extra expenses that
LOSSES are impossible to insure aren’t covered under
in the traditional way because any property policy, no
they are difficult or impossible matter how compre-

to define, prove, measure, or
price. They include lost revenue
and increased expenses such as
legal, consulting, marketing,
management, administrative, in green) are very diffi-
insurance, financial, etc. cult or impossible to

hensive the coverage
may seem. Uninsurable
collateral losses (shown

insure in a traditional
way because they are largely discretionary and are hard to
prove or measure. As a result, it’s difficult to define these



losses or to adequately prove or measure them, making it
almost impossible for the insurer to set an appropriate
price for this coverage.

To the extent that property and casualty policies
attempt to insure these costs in a conventional way, claim
settlement disputes ensue. In this case, the costs that the
parties incur to negotiate coverage and claim settlement
may far outweigh any benefit of attempting to insure
them. As a result, many expenses associated with insur-
able losses are uninsurable in a traditional way. These
expenses would include claim preparation and filing
expenses, stay-put bonuses for management, marketing
and advertising expenses, new safety programs, the addi-
tional expense of satisfying regulators and other third
parties, and opportunity costs.

For large casualty losses, the money received from the
insurance company is used to pay claimants and certain
legal costs for defending against claims, but there are no
insurance payments to help defray the cost of executing
the business continuity plan. Moreover, there may be
some element of discretion in determining how much of
a company’s legal expenses are covered under the policy.

Even though they may be preparing for large property
or casualty losses, managers quickly realize that the total
economic cost of such an event far exceeds the amount of
money the company will receive from traditional insur-
ance policy claims. Many of the things they will need to
do to repair their business and reassure stakeholders are
uninsurable in a conventional way but can be insured
using Transurance.

With Transurance, managers can finance the costs of
implementing their business continuity plan without ever
having to “prove” or “measure” collateral losses. Also, they
can use these contingency funds as they want to, without
the consent or approval of the insurer. Thus, Transurance
can be used to expand and to clarify insurance coverage.
But it can’t be used instead of regular insurance. While
Transurance is simple enough in concept, it is new and is
best understood in the context of a hypothetical example.

PROPERTY LOSS EXAMPLE

Xco is a fast-growing, global fragrance and cosmetics
company with sales of $750 million. To reduce costs and
improve efficiency, the company had consolidated its
American fulfillment and warehousing operations at a
single distribution center located in the Southeast. Manu-
facturing is contracted to third parties, and Xco’s fra-
grance sales are seasonal, with 85% occurring in the last
quarter of the year.

Xco’s senior managers were keenly aware of the value
of having a business recovery plan that contemplated a
disruption at their distribution center. They estimated
that if the distribution center were rendered inoperable
by an insured peril, such as a fire or tornado, the total
economic cost of restoring their business would exceed
insurance recoveries, including business interruption and
extra-expense payments, by as much as 35%.

Rather than continue to self-insure the risk of collater-
al losses, Xco decided to buy a Transurance policy with a
payout equal to 20% of the amount recovered from their
property insurance policy for a premium of $100,000.
The underlying property insurance policy cost $500,000
and had a limit of $250 million per occurrence. Although
Xco’s management realized that the Transurance policy
wouldn’t match their collateral losses exactly, they were
convinced that any large insured property loss would
bring about substantial collateral costs and wanted to
have a sizable contingency fund to deal with them.

Moreover, Xco’s management felt that Transurance was
an even better value than their traditional insurance
because it required less effort to purchase and would be
easier to file a claim. Their retailers and bankers were
impressed with Xco’s risk management and its
Transurance policy because it helped assure them that
Xco would have the financial resources necessary to
resume business in the event of a large loss.

On an afternoon in September, an F4 tornado spawned
by a Gulf hurricane struck Xco’s distribution center. Xco’s
business continuity team, headed by its CEO, was ready.
After confirming no loss of life or serious injury, the team
assessed the damage to the facility. The structure sus-
tained damage to more than a third of its roof and siding,
the automated fulfillment system was inoperable, and vir-
tually the entire inventory was rendered unfit for sale.

These findings triggered the company’s contingency
plans for communicating with retailers and suppliers and
alternative means of maintaining product delivery. Simul-
taneously, the company activated plans to repair the facil-
ity as expeditiously as possible. This was essential because
the contingency plan was expensive and couldn’t meet
the demand for the product over an extended interval.
Even with extraordinary efforts by the business continu-
ity team, senior management, and employees, normal
operations weren’t restored until the following June.

Table 1 shows the losses that Xco sustained as well as
how much money it recovered from its property insur-
ance and Transurance policies. As a result of this loss
event, Xco had $20.2 million of collateral losses, of which
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Table : LOSS AND EXPENDITURE DETAIL
(In Thousands of Dollars)

INSURABLE COLLATERAL LOSSES
Deductibles and amounts in excess of limits
Business interruption and extra expense
Plant and equipment
Inventory

UNINSURABLE COLLATERAL LOSSES
Claim preparation and filing
Supplier forfeits and concessions
Retailer concessions and other expenses
necessary to maintain relationships
Marketing campaign changes
Increased borrowing cost
Opportunity cost of diverted management time
Increased insurance premiums
Increased operating cost of new distribution strategy

TOTAL COLLATERAL LOSSES
TRANSURANCE PROCEEDS
Transurance Coverage
Total Property Insurance Recoveries

Transurance Proceeds

UNREIMBURSED COLLATERAL COST

LOSSES INSURANCE DISPUTED COLLATERAL

CLAIMED RECOVERIES LOSSES LOSSES
500 - - 500
50,000 45,000 5,000 5,000
25,000 25,000 - -
15,000 15,000 - -
90,000 85,000 5,000 5,500
650
2,250
4,800
1,500
500
750
150
4,100
14,700
20,200

20%

85,000
17,000 17,000
3,200

$17.0 million was paid by its Transurance policy, leaving
$3.2 million of unreimbursed collateral cost. The
Transurance policy provided management with the con-
tingency funds necessary to execute its business continu-
ity plan and get the business back on track.

PEACE OF MIND

Since companies know in advance that traditional insur-
ance will never pay them completely for the losses and
expenses that they suffer as a result of an insured loss
event, not buying Transurance is the equivalent of inten-
tionally retaining a pro rata share of the insured loss. If
management believes that their company could have sub-
stantial business continuity costs that are collateral to
insurable losses, then it only makes sense to purchase a
Transurance policy as well.

In an interdependent economy where supply is on
demand, not stockpiled, the adverse effects of large
property and casualty losses are frequently magnified and
systemic. Absent immediate assurance of business conti-
nuity, stakeholders will disengage and form other busi-
ness relationships. Providing assurance requires financial

resources that go beyond traditional insurance.
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Transurance gives companies an opportunity to leverage
the financial efficiency of conventional insurance and
helps assure business continuity. m

Bruce B. Thomas, CMA, CEM, CPA, is president and CEO
of Risk Innovations, LLC, a company that focuses on solving
problems in the financial services industry. He has been in
the insurance and investment industries since 1984, work-
ing for Marsh, MMC Enterprise Risk, Guy Carpenter &
Company, Travelers, Shearson Lehman Brothers, Coopers ¢
Lybrand, and Conning Research & Consulting. You can
contact Bruce at BT @riskinnovations.info or (203) 445-
0830. More information about Transurance can be found at
http://riskinnovations.info.

L. Ware Preston, 111, is vice president and director of opera-
tions management at Risk Innovations, LLC. He began
work in the insurance industry in 1976 with Johnson &
Higgins and most recently was a senior vice president in
Marsh’s Insurance Brokerage Unit. He has pioneered
application of the concept of risk capital allocation to
insurance purchasing decisions. You can contact Ware at
WP@riskinnovations.info or (203) 356-1583.




Directors and Officers Transurance
By L. Ware Preston, III and Bruce B. Thomas

There are many options for structuring a directors and officers insurance program, but no matter
how well the program is designed, traditional insurance never pays enough to fully cover the loss.
Risk managers, attorneys, brokers, insurers are aware of this shortfall and know that it is
substantial, but until now there was no real solution. Modifying coverage terms is a first step that
is somewhat helpful, but risk management professionals are beginning to recognize that
Transurance is a much more comprehensive solution to this problem.

Transurance is a new form of insurance that pays a pre-agreed percentage of the loss paid by a
referenced traditional insurance policy. Transurance proceeds benefit the policyholder and help
pay for the losses that were not paid for by traditional insurance. Some of the items not paid by
traditional D&O insurance include the following.

e Uncovered investigative costs and expenses (e.g. informal government investigations or
pre-indictment costs)
Legal cost of establishing a right to insurance
Loss within deductible or self-insured retention
Co-insurance
Loss in excess of limit
Un-reimbursed defense costs due to application of insurer litigation management
guidelines, application of partial exclusions; and out-of-pocket costs pertaining to
management participation in the case
Coverage concessions or “limits shaving deals” (to resolve coverage or valuation issues)
Fines and penalties (e.g. FCPA penalty)
Costs of remediation (hiring accounting, legal, PR professionals to help fix problems)
Expense of additional corporate governance including third party monitors
Other economic damages that are difficult to quantify such as lost revenues due to
reputational injury; and the costs of internal investigations, IT processing efforts and
management and in-house counsel time

For a given claim, the items causing the shortfall will vary, but experts agree that no matter how
broad the coverage or how skillful the claim negotiation, these items always add up to at least
20% of what is paid by traditional D&O insurance. For example, if D&O insurance pays $1
million, the insured will suffer a shortfall of at least $200,000. If $10 million is paid, then the
shortfall is at least $2 million, and so on.

Transurance pays a benefit equal to the pre-agreed percentage of the loss paid by the referenced
D&O policy. The policyholder does not have to “prove” the extent of the payment shortfall they
have experienced and may use the Transurance proceeds for anything. The premium for the
Transurance is the equal to the payout percentage times the premium for the referenced insurance.

Yes, it’s that simple.
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Securitization and
Catastrophic Risk

Editor’s Note: At the South Carolina Captive
Insurance Association (SCCIA) conference,
“Securitization & Catastrophic Risk” was pre-
sented by Stuart Silverman, FSA, MAAA, a
consulting actuary with Milliman, Inc. (stuart.
silverman@milliman.com). Dawne Davenport
of Towers Perrin in Dallas reports.

How are securitization programs being used
to underwrite specialized risks, particularly
catastrophic risk? This SCCIA session was de-
signed to educate captive practitioners on
what this topic is about and how captives are
being used to facilitate these arrangements.

Stuart Silverman began with an overview of
the increasing popularity of securitization in
the insurance industry in general. Over the
past 5 years, securitization as a risk financing
vehicle has been growing. Funds have been
raised by life insurance companies address-
ing embedded value, catastrophic, and other
risks ranged from the low $100 million to
nearly $2 billion. Reasons for the growing in-
terest include reinsurer consolidations, con-
cern about banks’ near-term letter of credit
(LOC) capacity, and unease about backing
long-term liabilities with short-term LOCs.

Securitization has many benefits:

v Capacity is limited only by capital market
appetites.

v/ Securitization as a risk financing vehicle is
not subject to increasing LOC costs.

v Insurers face limited third-party credit
risk compared to the credit risks of rein-
surers.

v/ Securitization arrangements, if structured
properly, may be considered operating le-
verage, as opposed to financial leverage,
by rating agencies, thereby strengthening
an insurer’s ratings.

v/ The transfer of risk associated with ex-
treme event mortality can effectively
serve as stop-loss reinsurance, which is
not easily purchased in the traditional re-
insurance market.

Securitization has some limitations:

v/ High costs are associated with securitiza-
tion programs in the form of guarantee
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monoline companies which did their due dili-
gence. At times, unwrapped tranches are pur-
chased with no financial guarantor. Compa-
nies that invest in such securities are already
familiar with structured financial transactions
and perform their own due diligence. ®

Captive Likes
Transurance Solution

Editor’s Note: This article was written by CICR
with input from L. Ware Preston, III, and
Bruce B. Thomas, managing directors at Tran-
surance Services, LLC. You can contact Mr.
Preston at (203) 356-1583 or Mr. Thomas at
(203) 445-0830. For more information on Tran-
surance, see www.TransuranceServices.com.

Captives sometimes are at the forefront of
new products. This reflects the fact that cap-
tive owners have perceived risk concerns, the
commercial market doesn’t offer an accept-
able solution, and the captive owner can
quickly respond through a captive. This case
described below is one such example.

The Genesis of the Product. A couple of years
ago, two insurance consultants recognized a
need for a new product that would improve
the amount of money an organization could re-
ceive on some difficult claims. For risk manag-
ers, this is most apparent on cases of business
interruption claims, where various “gray” ar-
eas of financial loss are not clearly covered by
traditional business interruption insurance. For
instance, in the case of a manufacturing loss, it
can be very difficult to prove that some aspects
of a loss are directly related to an incident (i.e.,
collateral damages), but operating personnel
surely believe some loss costs are related, re-
gardless of whether a claim adjuster agrees.

The solution: develop an insurance product
in the form of “agreed value” or “benefit”
policy where the payout has been agreed to in
advance and one does not have to prove the
amount of the actual loss sustained. Transur-
ance—so called because it is a new form of in-

surance that goes beyond traditional insur-
ance—is what these consultants developed.
In this regard, Transurance is similar to a life
policy or an accident policy, except that these
types of benefit policies specify a dollar
amount that will be paid once some event oc-
curs, whereas Transurance expresses the pay-
out as a pre-agreed percentage of the loss
paid by a referenced insurance policy. There-
fore, if the underlying claim is $1,000, Tran-
surance will pay an additional $100 (presum-
ing a 10 percent limit was purchased).

Like the beneficiary of a life policy, the pro-
ceeds may be used as the insured sees fit
without restrictions. No proof of loss is re-
quired other than proof of payment by the
referenced insurance. (CICR comment: Take
note that there must be a payment, or partial
payment, from the initial insurance claim be-
fore a Transurance payment is made.) The
premium for Transurance is simply the same
pre-agreed payout percentage times the pre-
mium for the referenced insurance.

Transurance’s effectiveness is in its simplicity.
Suppose the premium for a $25 million limit
of insurance is $1 million. Transurance with a
payout percentage of 10 percent referencing
this coverage costs $100,000 (10% x $1 mil-
lion). After an insurance claim payment has
been made, the Transurance payout is easily
determined. For example, a $10 million paid
loss results in a Transurance payout of $1 mil-
lion (10% x $10 million).

Where the Captive Comes in. Conventional
wisdom is that new insurance products must
be introduced in the conventional market be-
fore they are adopted by the alternative mar-
ket. In the case of Transurance, this product
was first offered by several commercial insur-
ers, but one of the first deals was written by a
captive. Transurance has already been adopt-
ed by a large Canadian company and its Bar-
bados-domiciled captive.

Why? This makes sense once you understand
how risk managers see the problems with real
life claims and then understand how Transur-
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ance works. The fundamental value ad-
dressed by Transurance is that whenever
there is a loss covered by traditional insur-
ance, the insured also incurs expenses, revenie
loss, and opportunity costs that are not covered.
Many of these “collateral damages” are not
reimbursed because:

v' Deductibles or sublimits prevent pay-
ment.

v/ Traditional insurance requires definition,
proof, and measurement, which can be
difficult or impossible.

v/ Some of these damages are deemed to be
too discretionary to be covered by tradi-
tional insurance.

Because the Transurance payment is pre-spec-
ified and does not require the insured to
prove actual losses that were sustained, Tran-
surance payouts can be used to cover any and
all types of damages so long as they are col-
lateral to a paid loss from a referenced insur-
ance policy. For risk managers, this payout
feature overcomes many difficult internal
questions raised over the size of an insurance
claim payment.

Captive owners immediately see the benefit
of this product and why it makes sense for a
captive to offer Transurance. One of the most
important functions of a captive is to allow af-
tiliates to retain risk and buy insurance that
reflects each affiliate’s specific financial objec-
tives and its capacity to manage earnings and
cash flow volatility, which often are far differ-
ent from the parent’s or sponsor’s. This risk
appetite varies significantly between subsid-
iaries of a large corporation and even more so
between the individual subsidiaries and the
corporation as a whole. Captives enable the
corporation to purchase insurance from the
commercial market that maximizes value of
insurance at the corporate level, but without
unduly constraining the insurance (risk trans-
fer) needs of the corporation’s individual sub-
sidiaries.

By permitting captives to offer insurance to
their affiliates to cover collateral losses, Tran-

surance enhances the benefits that captives can
provide to the organization without adding
much additional transaction cost. Assume, for
example, that an affiliate wants to buy a 20
percent proportional Transurance policy from
its captive. It is just a matter of math and a little
bit of administration. The captive bills the sub-
sidiaries for an additional 20 percent of the
premium, adjusts its reserves to reflect the ad-
ditional liability for 20 percent of paid losses,
and pays the affiliate an additional 20 percent
in the event of a claim. Moreover, the Transur-
ance premium may be discounted to share the
transaction expense savings between the cap-
tive and its affiliate.

Furthermore, captive insurance companies, if
properly structured and managed, may yield
the tax benefits of insurance and these benefits
are magnified by Transurance. For example, if
a captive provides primary casualty insurance
for a premium of $10 million, the Transurance
premium would be $2 million. This has the ef-
fect of accelerating the deduction for collateral
losses relative to not using Transurance and
taking deductions for collateral losses when
paid. (As with traditional insurance, the tax
benefit of Transurance varies with the amount
of losses and reserves held for those losses, the
time it takes for losses to be paid out, the cor-
porate tax rate, and the interest rate or after-tax
corporate discount rate.)

In the captive case mentioned above, the Bar-
bados captive issued a Transurance policy to
the Canadian company’s American subsidiar-
ies covering property perils. The company re-
alized that normal insurance proceeds cannot
pay for the entire economic consequences of
an insured loss, including the very nebulous
“collateral damages.” Providing Transurance
offset some of the American subsidiaries” fi-
nancial concerns. The parent also received
some important tax benefits.

Some Commercial Insurers Offer It as Well.
Transurance, applying to property insurance,
is now being offered by Arch Insurance
Group, AEGIS, and Ironshore, Ltd., with oth-
er insurers offering this coverage soon.
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The Buying Process Is Restricted. As patents
have been filed to protect the use of the busi-
ness methods required to write Transurance,
the only step that captives need to take to write
Transurance for their affiliates is to obtain a li-
cense from Transurance Services, LLC, to use
these business methods. Alternatively, Tran-
surance Services offers a service of quoting
Transurance on a deal-by-deal basis whereby
intellectual property rights are not transferred.

CICR comment: The concept is so simple, we
believe the lack of obfuscation is one reason the
commercial market has such a hard time ac-
cepting it! Is the industry ready to accept a sim-
ple insurance product? Captive owners can! ll

Claims Management
Technology: What Tools
Are Critical?

Gditor’s Note: This is the third and final article\
of three articles on claims best practices, spe-
cifically for captives, the first two appearing in
the February and April 2007 issues of CICR,
respectively. This was written by CICR in col-
laboration with Clare Bello, president and
CEO of VCM in Pittsburgh. She can be

Qeached at (800) 501-6248. j

In our first article, we described the claims
best practices for captives, beginning with the
need for captive owners to take a proactive
position in managing and controlling their
claims. In the second article, we explored the
issues facing a program to determine the best
type of infrastructure needed to establish ei-
ther an in-house claims solution or to find the
best fit with an outsourced partner. The third
need, and the focus of this final article in this
series, is having the appropriate technology
in place to allow proper management of
claims and also to use your claims data pow-
erfully to trend your risks and exposures.

What Technology Do I Need? When consid-
ering technology, there are five critical issues

to consider when selecting a system, based on
problems we have witnessed at Vertical
Claims Management.

1. Customization of technology

2. Integration with other technologies

3. Balancing data collection with real-time
pressures

4. Retrievability of data by client

5. Client access to technology

There are two critical areas regarding technol-
ogy for the management of a captive’s claims.
First and foremost is the ability to collect,
manage, and report meaningful claims infor-
mation—normal to a claims function. Second
is to use the data to analyze areas of concern
within the program, which can then be uti-
lized for proactive risk management and loss
prevention mandates. This second area can be
a bit more problematic in practice.

Customization of Technology. Each captive
program is unique, as is the captive’s insur-
ance structure. While each line of insurance
has certain basic claim information required
to be collected, each captive has its own
unique needs for the use of its claims data.
Therefore, the technology used must be both
standardized and customized. The standard-
ization relates to the normal claim activities
for insurance practitioners, which exists in
most all technologies. However, the customi-
zation mandates that the technology be flexi-
ble enough to allow for specific captive pur-
poses. This is less available. For example, in a
medical professional liability captive, the
claims system should be able to track vital
trending information, such as injury cause
and severity codes; medical specialties; and
structural specifics, such as on what floors
and in which unit events occur. Customiza-
tion needs can be found in nearly every in-
dustry group, however.

Recommendation: It is up to the captive owner
to identify the unique, tailored needs of the
captive. Once identified, learn how and what
the technology can and (more importantly)
cannot do.




Are Insurance Brokers Professionals?
By Bruce B. Thomas

The terms “professional” and “professionalism” are routinely bandied about in
connection with services, but what do they mean in the context of insurance brokerage?
Given the controversies that insurance brokers have been embroiled in and the changes in
their business practices and in the laws and regulations governing their services, it is a
good time to consider this question.

Intuitively we understand that the word “professional” embodies two ideas. In its weak
form, it means that one engages in an activity as a primary occupation. Since people who
are engaged in some activity full-time are likely to have more working knowledge of it
than those who are engaged in it part-time, this can be a meaningful term when it is
applied to activities that could be conducted on a part-time basis. In its strong form,
“professionalism” implies greater knowledge, a higher standard of care, and a higher duty
to the client.

Clients are willing to pay more for services that they believe are of higher quality, and
implying that one is acting as a professional is a common way of distinguishing one’s
services from the average person who is engaged in a particular activity. However, the
concept of “professionalism” is not particularly meaningful unless it pertains to services
that require significant training, involve a high-degree of knowledge, cost a significant
amount of money, or may cause significant harm if performed improperly. Clearly
medical doctors and attorneys fit this strong-form definition of what it means to be a
professional, but what about insurance brokers?

While placing insurance coverage does not require significant education and training, the
cost of these services and the potential harm that might ensue if the services were
performed incorrectly favor holding insurance brokers to a higher standard. Given that
clients greatly value professionalism in the context of high risk activities, it is natural for
insurance brokers to think of themselves as professionals and to conduct their services
using a higher level of care. Acting with professionalism implies that insurance brokers
maintain their client’s confidential information, strive to achieve and maintain a high
degree of competency, and have a fiduciary duty to their clients.

Confidentiality

Of these responsibilities, maintaining client confidentiality is the easiest to uphold.
Clients expect their insurance brokers will take steps to ensure that their information is
not disclosed except when the broker is authorized or are legally obligated to disclose it.

Competency

Achieving and maintaining professional competency is a much more difficult standard to
meet. It requires that insurance brokers perform their duties in accordance with laws,
regulations, and technical standards. It requires them to educate themselves about the
types of coverage that the insurance markets are offering and about the insurable risks
that their clients face. Most importantly, acting competently requires insurance brokers
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to provide their clients with unambiguous recommendations based on a thorough analysis
of relevant and reliable information. If there are arguments in favor of insuring
something, brokers have an obligation to state those arguments clearly and concisely.

Fiduciary Duty

Insurance brokers must also act with utmost good faith toward their clients. They must
carry-out their duties with integrity, objectivity and their clients’ best interests being the
over-riding concern. Under this duty, the insurance broker must communicate
information fairly and objectively, make special efforts to disclose all relevant
information so that clients can evaluate their recommendations, communicate favorable
as well as unfavorable information, and refrain from engaging in any activities that would
potentially impair their ability to act in the best interest of their clients.

Information Asymmetry

Insurance brokers are in a much better position than their clients to understand the
insurance markets, potential claim disputes, and which risks are and are not insurable.
They are hired because they hold themselves out as having this greater level of
knowledge. Given this information asymmetry and the significant potential harm that
might result from inaction or faulty action, clients expect their insurance brokers to
provide objective information about the risks they face that are insurable.

An Implied Duty

Regardless of how they see themselves or the specific legal or regulatory requirements
that they must meet, insurance brokers have an implied duty to their clients to act in a
professional manner. Given the informational advantage they have over their clients, it is
unacceptable for insurance brokers to withhold information about potential conflicts of
interest, negative outcomes, insurable risks, or insurance products that may address their
clients’ needs. Moreover, it is unacceptable for insurance brokers to ignore information
that may prove valuable to their clients, even if it conflicts with how insurance brokers
want to portray their services.

In light of this duty, it is no longer acceptable for brokers to ignore the collateral damages
that their clients will suffer when they experience insurable losses. For large property
insurance claims, these damages surpass any reasonable standard of materiality since they
amount to 30% to 50% of what traditional insurance pays." Moreover many of the
world’s largest insurers have indicated an interest and a willingness to insure this risk via
Transurance, a new form of insurance coverage.

Now that collateral damages are insurable, insurance brokers have a responsibility to
educate their clients about the magnitude of this risk and how Transurance can be used to
insure it. Anything less than this is unprofessional.

" “Not Fully Paid: Property Claim Experts Speak out,” Transurance Services, January 2010, by Bruce B.
Thomas and L. Ware Preston, 111, details this study and is available for download at
http://transuranceservices.com/Articles.html where other articles about collateral damages and Transurance
are also available.

Copyright 2010, Transurance Services, LLC, All Rights Reserved
Page 2 of 2



Management Biographical Information

Bruce B. Thomas — Managing Director

Mr. Thomas has worked in the insurance and investment industries since 1984 and has worked for
Conning Research & Consulting, Marsh, MMC Enterprise Risk, Guy Carpenter & Company,
Travelers, Shearson Lehman Brothers, and Coopers & Lybrand. He has held management and
senior management positions in the areas of investments, business development, mergers and
acquisitions, strategy, finance, risk consulting, accounting, and auditing.

Mr. Thomas invented Transurance and founded Transurance Services and is recognized
internationally as an authority on issues pertaining to enterprise risk management and the use of
index-based insurance alternatives. He has presented his research at risk management conferences
domestically and abroad, and his articles on risk management, benchmarking, finance, and
investments have appeared in Strategic Finance, Best’s Review, Risk Management, Viewpoint, and
Financing Risk & Reinsurance.

Until January of 2004, Mr. Thomas headed the property/casualty consulting practice of Conning
Research & Consulting where he performed confidential investment research for hedge funds and
mutual funds. Prior to that he managed Marsh Enterprise Risk Consulting and assisted
corporations to develop superior risk identification, assessment, and management capabilities
through implementation of enterprise risk management processes. In this role, his special focus
was on helping large companies analyze and solve their intractable risk issues.

Mr. Thomas served as Senior Vice President for Guy Carpenter & Company in 1996 and as CEO of
its subsidiary, IndexCo LLC, from 1996 through 1999. In these roles he developed and managed
the Guy Carpenter Catastrophe Index, invented new insurance and investment products, and was
instrumental in forming the Bermuda Commodities Exchange.

At Travelers, Mr. Thomas served in several capacities. He acted as Personal Lines Financial
Officer for its Business Diversification Group, managed its Investment Group Administration
Department, performed competitive analysis in its Corporate Research Department, and worked to
identify, negotiate, and implement mergers, acquisitions, and divestitures in its Corporate Strategy
Department. Mr. Thomas formed several companies for Travelers that performed claims analysis,
investigation, and recovery work. In addition to managing these companies, he designed state-of-
the-art computer systems.

Prior to his work at Travelers, Mr. Thomas was supervisor of financial, managerial and regulatory
reporting for Lehman Brothers. He started his career working in the Audit practice of Coopers and
Lybrand in New York City where he worked on brokerage, real estate, mining, manufacturing,
nonprofit, bankruptcy, and pension plan clients.

Mr. Thomas was awarded the CPA, CMA and CFM designations in 1986, 1991 and 2000,
respectively. He holds a BA degree in English Literature from Pace University, an MA degree in
Liberal Studies from New York University, and an MS degree in Accounting from Pace University.



Management Biographical Information

L. Ware Preston, III — Managing Director

Mr. Preston invented Transurance and founded Transurance Services. Until January of 2005, Mr.
Preston was a Senior Vice President in Marsh’s Insurance Brokerage Unit. Prior to that position,
he worked in Marsh’s Enterprise Risk Consulting practice where he focused on developing new
approaches for identifying, assessing, and monitoring risk, and on coordinating organizational,
operational, and financial risk management initiatives. He has worked on enterprise risk
management projects for companies involved with manufacturing, financial services, electric
power, communications, food processing, pharmaceuticals, and scientific research.

Mr. Preston has pioneered application of the concept of risk capital allocation to insurance
purchasing decisions and has been in the forefront of bringing attention to the fact that in a
connected world many risks previously thought to be independent are becoming systemic. He is
responsible for several of Enterprise Risk Consulting’s guiding principles, notably: the necessity of
understanding how value is created and stored as a prerequisite for identifying risk issues, the
importance of distinguishing between risk and uncertainty, and the need for taking a game theoretic
approach to managing complex risk issues. These and other concepts have been applied
successfully to companies of all sizes representing many different industries.

He began work in the insurance industry in 1976 with Johnson & Higgins where he became
experienced with the various alternatives for retaining and transferring risk including use of single
parent and group captives. Mr. Preston has worked as a broker, responsible for day-to-day
insurance program placement and servicing of both Fortune 500 and middle market accounts, and
as a consultant on both qualitative and quantitative aspects of risk management. He was also an
instructor of Marsh’s professional development courses on risk management.

While with Minet, a subsidiary of The St. Paul Companies, Mr. Preston was responsible for
worldwide captive management operations including over 20 captives with assets of more than $1
Billion. Also, he worked as a risk management consultant for Towers Perrin/Tillinghast where he
completed projects for over 50 companies in such areas as:

e Creating an operational risk event database for Financial Institutions;

Developing a method for pricing multiple trigger insurance programs;

Applying portfolio theory to risk financing decisions;

Generating a simulation-based retention analysis for large law firms’ professional liability; and
Inventing a graphic and equation-based approach for comparing the present value of loss
sensitive insurance programs.

He has authored a number of articles on risk management related subjects and has lectured on these
and other subjects to various audiences of risk management professionals. His articles have been
published in Strategic Finance, Best’s Review, Risk Management, and Viewpoin.

Ware is a graduate of Princeton University from which he holds a Bachelor of Science Degree in
Civil Engineering.





